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FEDERAL  INSURANCE  ACT  OF  1977 


JEONDAT,  BXFTBKBBB,  18,  1977 

U.S.  Senate, 

COUMITTEE  ON   BaNKINO,   HoUSINQ,  AND  UrBAN  AfFAIBS, 

Wathington,  D.C. 

The  committee  met  at  9 :40  a.m.,  in  room  5302,  Dirksen  Senate  Office 
Building,  Senator  William  Proxmire,  Aairman  of  the  committee, 
presiding. 

Present :  Senators  Proxmire,  Sparkman,  Brooke,  and  Lugar. 

OFENINa  STATEXENT  OF  CHAIEKAH  FBOZHIBS 

The  Chaibuan.  The  cwnraittee  will  come  to  order. 

The  committee  today  begins  3  days  of  hearings  on  S.  1710,  the 
Federal  Insurance  Act  of  1977. 

In  the  past  couple  of  years  there  has  be«i  increasing  concern  about 
the  financial  condition  of  insurance  companies.  The  GEICO  situation 
received  a  great  deal  of  press  attention  and  caused  much  anxiety  to 
policyholders.  It  raised  considerable  doubts  about  the  ability  of  the 
present  system  to  cope  with  a  major  insurance  insolvency. 

The  bill  before  us  today  seeks  to  bolster  the  financial  stability  of  the 
property  casualty  insurance  industry  by  offering  on  a  voluntary  basis  a 
Fedrral  alternative  to  the  present  systwn  of  State  regulation  of  in- 
surance companies. 

S.  1710  would,  in  effect,  create  a  dual  insurance  system  similar  to  the 
dual  banking  system  which  has  l<mg  existed  in  this  country. 

We  do  this  in  the  following  ways.  First,  by  establishing  a  Federal 
insurance  guarantee  program  similar  to  the  Federal  Deposit  Insurance 
Corporation  for  financial  institutions  as  an  alternative  to  the  present 
network  of  State  guarantee  funds ;  and,  second,  by  providing  a  Fed- 
eral chartering  alternative  for  insurance  companies  similar  to  that 
which  is  available  to  banks  and  savings  and  loan  associations  under  the 
dual  banking  system. 

I  am  reluctant  at  this  point  to  take  yet  another  step  toward  involving 
th  Federal  Government  in  private  business  and  toward  encouraging 
more  bureaucracy  and  more  red  tape.  The  burden  of  proof  in  this  case 
must,  rest  with  those  that  ai^e  that  more  Federal  intervention  in  the 
insurance  industry  is  needed.  They  will  have  to  make  a  strong  case 
that  the  problems  arising  in  interstate  insurance  transactions  threaten 
the  interest  of  policyholders  and  the  public  generally,  and  that  State 
I^islation  alone  cannot  deal  with  these  problems. 
(1) 
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I'm  sure  that  points  will  be  made  on  both  sides  of  the  issue  in  Uie 
course  of  these  hearings.  Senator  Brooke  is  the  author  of  S,  1710.  He 
and  his  staff  have  done  an  excellent  job  of  drafting  the  legislation  and 
arranging  this  initial  set  of  hearings  to  air  the  basic  questions. 

Senator  Brooke,  I  understand  you  liave  an  opening  statement. 

OPENDIO  STATEMENT  OF  SENATOS  BBOOEE 

Senator  Brooke.  Thank  you,  Mr.  Chairraan, 

Mr.  Chairman,  on  June  16  of  this  year  I  introduced  S.  1710,  titled 
The  Federal  Insurance.  Act  of  1977.  This  bill  is  a  revised  version  of 
S.  3884  which  I  introduced  at  the  end  of  the  94th  Congress.  The  bill 
grew  out  of  my  concern  about  the  6nancial  condition  of  the  property 
casualty  insurance  business. 

In  1974  and  1975  property  casualty  companies  experienced  the  2 
worst  years  in  their  history  wit^  combined  underwriting  losses  totaling 
$7  billion  for  fiie  2  years,  and  there  was  a  considerable  concern  at  that 
time  that  one  or  more  major  insurance  companies  would  be  declared 
insolvent. 

A  year  ago  newspaper  headlines  were  speculating  on  the  possibility 
of  ttie  failure  of  the  Government  Employees  Insurance  Co.,  GEICO, 
and  the  effect  of  such  a  failure  on  the  policyholders  of  that  company. 
The  New  York  Times  on  June  11  of  last  year  reported  that  there  was  a 
consensus  that  the  already  strained  guarantee  fund  pools  could  not 
handle  the  intense  claim  activity  of  a  GEICO  portfolio. 

The  weakened  financial  condition  of  the  property  casualty  industry 
and  the  possibility  of  a  major  company  failure  prompted  me  to  con- 
sider what  steps  might  be  taken  to  insure  protection  for  policyholders 
and  to  improve  the  quality  of  regulation  for  solvency. 

Since  last  year  the  outlook  for  the  property  casualty  insurance  in- 
dustry has  improved.  According  to  Beet's  Review,  in  1976  underwrit- 
ing losses  totaled  $2.2  billion.  While  preliminary  first  quarter  figures 
for  1977  indicate  underwriting  losses  in  the  range  of  $484  million,  it  is 
exp&[*ed  that  second  quarter  figures  will  show  a  turnaround  in  under- 
writing results.  Also,  the  GEICO  situation  appears  to  have  turned 
around.  But  the  mere  fact  that  the  $2,2  billion  in  underwriting  losses 
can  he  regarded  as  an  improvement  shows  how  deeply  troubled  the 
property  casualty  industry  has  been. 

Of  course,  I  hope  that  the  worst  is  over  and  that  the  industry  will 
make  a  strong  recovery,  but  the  trauma  of  the  last  few  years  has 
brought  home  to  me  the  need  to  improve  the  protection  available  to 
insui-ance  policyholders  before  the  next  brush  with  disaster. 

On  May  25  the  Washington  Post  carried  a  story  entitled,  "How  an 
Insolvent  Firm  Keeps  Selling  Insurance."  According  to  that  article,  as 
of  last  May,  the  approximately  175,000  policyholders  of  New  South 
Life  Insurance  Co.  of  Columbtia,  S.C.,  were  unable  to  exercise  their 
rights  to  obtain  the  cash  surrender  value  of  their  policies  or  to  borrow 
against  their  policies  because  since  1971  New  Soutti  had  been  insolvent 
and  policyholders'  funds  are  being  used,  interest  free,  to  bail  out  the 
company  and  its  owners.  Yet  New  South  salemen  are  still  selling  poli- 
cies to  unsuspecting  buyers  who  apparently  are  unaware  of  the  com- 
pany's financial  condition.  According  to  the  Washington  Post,  about 
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90  percent  of  New  South  policyholders  are  poor  blacks  living  in  rural 
parts  of  South  Carolina. 

I  hope  that  the  New  South  case  is  atypical,  but  I  think  it  pcnnta 
to  the  abases  which  can  arise  under  our  current  scheme  of  solvent^ 
regulation. 

Presently,  the  policyholders  obligations  of  insurance  companies  are 
protected  by  a  system  of  State  insurance  guarantee  funds  which  was 
set  up  in  the  late  lQ60's  and  early  IdTO's  after  a  spate  of  insurance  c<»a- 
pany  bankruptcies  left  insurance  policyholders  without  insurance 
protection.  These  guarantee  funds  are  designed  bo  provide  for  the  pay- 
ment of  claims  against  covered  individuds  when  their  insurer  rails. 
Since  196d  these  funds  have  disbursed  about  $104  million  m  106  insur- 
ance company  insolvencies.  However,  the  funds  have  yet  to  :&tce  the 
collapse  of  a  major  insurer,  and  most  knowledgeable  observers  ques- 
tion their  ability  to  do  so. 

Furthermore,  while  46  States  have  guarantee  funds  to  protect 
against  the  failure  of  property  casualty  companies,  only  18  States 
presently  offer  guarantee  fund  protection  against  a  life  insurance  com- 
pany insolvency.  Since  each  State  runs  its  own  guarantee  fund,  the 
effort  to  prevent  or  control  insolvencies  is  fragmented  and  ineffective. 
Uniform  standards  for  guarantee  status  have  not  been  developed  by 
the  States  and  the  prospect  of  a  number  of  States  scrambling  to  secure 
control  of  the  assets  of  a  failed  insurer  to  meet  policyholder  obligations 
within  their  }urisdiction8  does  not  present  a  pretty  picture. 

Assessments  to  pay  for  insolvency  are  made  after  the  fact  and  tiiOT 
are  levied  at  the  time  when  many  companies  have  troubles  of  their 
own  which  may  be  aggravated  by  the  necessity  of  paying  an  assess- 
ment, thus  posmg  the  threat  of  a  domino  effect.  This  threat  is  some- 
what mitigated  bv  the  fact  that  assessments  are  limited  by  statute  to 
about  1  percent  of  a  company's  premium  volume  in  about  one-half  the 
States  and  2  percent  in  the  rest,  but  this  very  limitation  means  that 
most  funds  would  not  be  able  to  deal  with  a  major  failure  or  multiple 
failures  in  a  timely  fashion. 

Where  State  guarantee  funds  have  been  operated  on  a  preassessment 
basis,  they  have  proven  to  be  subject  to  the  whims  of  the  State  legisla- 
ture. New  York  State's  funds  amassed  $240  million  through  assess- 
ments and  interest  income.  However,  to  help  alleviate  New  York 
State's  fiscal  crisis,  the  New  York  State  property  and  liability  insur- 
ance security  fund  switched  more  than  $200  million  from  bank  cer- 
tificates on  deposit  and  Federal  Government  securities  into  New  York 
State  obligations.  Thus,  the  New  York  State  fund  was  illiquid  just 
at  the  time  when  it  was  most  likely  to  be  called  upon  to  deal  with  an 
insurance  company  insolvency. 

Now  these  and  other  wealoiesses  in  our  present  system  for  dealing 
with  insurance  company  insolvencies  have  convinced  me  that  it  would 
be  desirable  to  create  an  alternative  system  of  regulation  for  solvency 
purposes. 

liie  bill  which  is  the  subject  of  our  hearings  today  would  seek  to 
improve  the  quality  of  insurance  company  regulation  by  providing 
for  an  alternative  system  of  Federal  regulation  similar  to  the  Federal 
regulatory  alternative  presently  availEible  to  banks  and  savings  and 
loan  associations  under  what  has  come  to  be  known  as  the  dual  banking 
system. 
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I  believe  that  the  existence  bf  such  a  system  of  alternative  regulation 
would  provide  a  check  against  both  inaedquate  regulation  and  over- 
reglation  at  either  the  State  level  or  the  Federal  level.  The  bill  con- 
sists of  two  titles.  Title  I  would  create  a  Federal  insurance  guarantee 
program  similar  in  concept  to  the  Federal  Deposit  Insurance  program 
available  in  the  banking  field.  Title  II  provides  a  Federal  chartering 
alternative  for  insurance  companies  similar  to  the  Federal  chartering 
alternative  presently  available  to  banks  and  savings  and  loan  associa- 
tions under  the  dual  banking  system. 

Mr,  Chairman,  I  would  ask  that  a  section-by-section  analysis  of  the 
bill  be  included  in  my  remarks. 

The  Chairman.  Without  objection,  that  will  be  done. 

[S.  1710  and  the  section-by-section  analysis  follows:] 

[S.  ITIO,  9Stb  Cods.,  Ist  Beaa.] 
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Sec.  2.  Aa  used  In  thla  Act — 

(1)  the  term  "Commission"  meaiiH  the  Federal  Inaurniie*'  Commission ; 

(2)  the  term  "federall.T  chartered  Insurer"  means  an  Insnirer  or  surety 
chartered  under  the  provlBions  of  this  Act  to  transact  an  Insurance  or  surety 


(3)  the  term  "(edemlly  Ruaranteed  Insurer"  means  an  Insurer  or  surety 
whose  insurance  obligations  are  guaranteed  under  the  provisions  of  this  Act ; 

(4)  the  term  "State"  means  any  State  of  the  United  States  and  the  District 
ot  Columbia ; 

(5)  the  term  "fund"  means  the  Federal  Insurance  (Juaranty  Fund  estab- 
lished pursuant  to  section  102 ; 

(6)  the  term  "guaranteed  obligation"  means  (A)  an  In.suranco  obllRfltion 
to  a  policy  holder,  a  claimant  or  nn  Insured,  or  an  asslenee  of  any  of  them, 
within  the  coverage  of  a  policy  guaranteed  In  accordance  with  this  Act ;  or 
(B)  the  right  of  a  [>ol  ley  bolder,  an  insured,  or  an  aHsiguee  Of  eilher  of  tliem 
for  returns  of  premium  due  as  a  result  of  the  termination  of  the  policy 
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EoarBiitecd  In  ftocotdance  with  thlB  Act  by  rvamm  of  loaolv&Ky  arlsltig  while 
tlie  InBarer  wa^  a  federallf  goaranteed  Insaier ; 

(7)  the  term  "InsolTcnt  insurer"  means  an  insnrer  which  has  bera  adjadi- 
catcd  InaoWent  by  a  court  of  competent  JurisdictitHi ; 

(8)  the  term  "insurer"  means  any  person  which  Is  engaged  In  transacting 
iosarance  or  Bnr^TBliip  as  a  principal  in  interstate  commerce  or  which  is 
reinsured  In  Interstate  commerce ; 

<9)  the  term  "Insurance"  means  a  contract  whereby  one  undertakes  to 
indemnify  another  or  pay  a  spedfled  amount  or  proTlde  a  derignated  b«aieflt 
upon  a  determinable  contingency ; 

(10)  the  term  "Interstate  commerce"  means  trade  In  or  affecting  com- 
merce between  or  among  the  sereral  States ; 

(11)  the  term  "net  direct  premiums  written"  means  direct  gross  premi- 
ums written  on  policies  guaranteed  fn  aivordance  with  this  Act  lees  return 
premiums  thereon  and  dividends  paid  or  credited  to  policyholders  on  satb 
direct  business ; 

(12)  the  term  "(iterating  expenses"  means  all  admlnlatratlTe  ezpeDseB 
of  the  Commission.  Including  bat  not  limited  to  salaries,  office  sapplles,  and 
other  business  expenses,  but  does  not  Indnde  (A)  allocated  and  unallocated 
claim  and  loss  expenses  arising  from  payment  of  guaranteed  claims ;  or  (B) 
interest  ihi  any  Treasury  loans  (but  does  Include  payment  of  Interest  on 
capital  stock  advanced)  ; 

(13)  the  term  "person"  means  an  Individual,  corporatlim,  partnerablp, 
association.  Joint  stock  company,  bufdness  trust,  unincorporated  organlia- 
tlon,  or  any  other  similar  entity  ; 

(14)  the  term  "policy"  means  any  contract  of  direct  insDrance  or  surety. 
Including  any  endorsement,  binder,  (written  or  oral),  corer  note.  ceri;iflcate, 
or  other  Instrument  of  Insurance  atta<4ied  or  relating  thereto,  without  re- 
gard to  the  nature  or  form  of  the  same ; 

(15)  the  term  "State  supervisory  authority"  means  the  agency  or  offldal 
of  a  State  having  responsibility  for  regulating  the  business  of  Insurance 
within  that  State ; 

(16)  the  term  "transacting"  with  respect  to  insurance  means  any  of  the 
following : 

(A)  solicitation  and  Inducement : 

(B)  preliminary  negotiations; 

(C)  effectuation  of  a  policy  ;  or 

<D)  transaction  of  matters  subsequent  to  effectuation  of  a  policy 
and  arising  out  of  It;  and 

(17)  the  term  "Insurance  obllKatton"  means  any  unsatisfied  obligation, 
excluding  amounts  due  any  reinsurer,  Insurer,  insurance  pool,  or  under- 
writing association,  as  subrogation  recoveries  or  otherwise — 

(A)  wbleb  exists  under  and  within  the  coverage  and  limits  of  in- 
surance policies  issued  by  any  Insurer  adjudged  to  he  Impaired  or  in- 
solvent ;  and 

(B)  wbich  has  been  finally  determined  admin istrallrel.v  or  Judicially 
under  applicable  State  law  to  be  valid  and  certain  aa  to  Its  terms. 

TITLE  I— FEDERAL  INSURANCE  GUARANTY  PROGRAM 

FEDEaAL    INSUaANCE    COUMIBBION 

Sec.  101.  (a)  There  is  hereby  established  a  Federal  Insurance  Commission. 
which  shall  t»e  an  independent  agency  in  the  executive  branch  and  shall  have  the 
powers  hereinafter  granted. 

(b)  Upon  the  date  of  enactment  of  the  Federal  Insurance  Act  of  1&77,  the 
Commission  .ihall  have  power : 

(1)  To  adopt  and  use  a  seal. 

(2)  To  have  succession  until  dissolved  hy  an  Act  of  Congress. 
<3)  To  make  contracts.. 

(4)  To  sue  and  be  sued,  complain  and  defend,  in  any  court  of  law  or 
equity,  local.  State,  or  Federal.  All  suits  of  a  civil  nature  at  common  law 
or  in  equity  to  whlcb  the  Commission  shall  be  a  part.v  shall  be  deemed  to 
arise  under  the  laws  of  the  United  States,  and  the  United  States  district 
'ourts  shall  have  original  jurisdlctl<Hi  thereof,  without  r^ard  to  the  amount 


.vCoogIc 


In  controversy;  and  tbe  Oommlsslon  maj'.  witbout  bond  or  Becurity,  re- 
move any  such  action,  snit,  or  proceeding  from  a  State  court  to  the  United 
States  district  court  for  the  district  or  division  embracing  the  place  where 
tbe  same  is  pending  by  following  any  procedure  for  remoyal  now  or  here- 
after in  effect.  No  attachment  or  execution  shall  be  Issued  against  the  Com- 
mission or  its  property  before  final  Judgment  in  any  suit,  action,  or  pro- 
ceeding in  any  local,  Ktate,  or  Federal  court.  The  Commission  shall  desig- 
nate an  agent  upon  whom  service  of  proceiis  may  be  made  in  any  State  to 
which  any  federally  guaranteed  Insurer  is  transacting  Insurance  or  has  its 
principal  place  of  business. 

(5)  To  appoint  and  fix  the  compensation  of  such  officers  and  emidoyeea 
as  it  deems  appropriate. 

(fl)  To  exercise  all  powers  specifically  granted  by  the  provisions  ot  this 
Act,  and  such  Incidental  powers  as  shall  be  necessary  to  carry  out  the 
powers  so  granted. 

(7)  To  make  examlnationa  of  and  to  require  information  and  reports 
from  all  federally  guaranteed  Insurers  or  applicants  for  a  guaranty  or  char- 
ter, their  managers  and  agents,  as  required  in  this  title. 

(8)  To  cooperate  and  coordinate  witb  State  supervisory  authorities  and 
associations  thereof  on  matters  affecting  tbe  solvency  of  federally  chartered 
insurers. 

(fl)   To  act  as  receiver,  trustee,  rehabilltator,  or  liquidator. 
(10)   To  prescritie  such  rules  and  regulations  as  It  may  deem  necessary 
to  carry  out  the  provisions  of  this  Act. 

<c)(l)  Tbe  Commission  shall  consist  of  three  members,  nho  shall  be  ap- 
pointed by  tbe  President,  by  and  with  the  advice  and  consent  of  the  Senate. 
One  of  the  members  shall  be  designated  by  the  President  to  be  tbe  Chainnan  of 
the  Commission.  Not  more  than  two  of  tbe  members  of  the  Commission  shall  be 
members  of  Che  same  political  party. 

(2)  Bach  member  of  the  Commission  shall  hold  office  for  a  term  of  six  years. 
In  the  event  of  a  vacancy  in  the  office  of  the  Chairman  of  tbe  Cranmlsaion,  and 
pending  the  appointment  of  a  successor,  the  more  senior  of  the  remaining  mem- 
bers shall  act  as  Chairman. 

(S)  The  Chairman  of  the  Commission  shall  have  executive  authority  within 
the  Commission,  including  tbe  authority  to  employ  and  direct  the  personnel  of 
the  Commission, 

(4)  The  members  of  the  Commission  shall  be  ineligible  during  the  time  tbey 
are  in  office  and  for  two  years  thereafter  to  hold  any  office,  position,  or  employ- 
ment in  any  federally  chartered  insurer,  except  that  this  restriction  shall  nut 
apply  to  any  member  who  has  served  tbe  full  term  for  which  he  was  appointed. 
No  member  of  the  Commission  shall  be  an  officer  or  director  of  any  insurer  or 
hold  stock  in  any  federally  chariered  or  guaranteed  insurer;  and  before  entering 
upon  his  duties  as  a  member  of  the  Commission  he  shall  certify  under  oath  that 
he  has  compiled  with  this  requirement  and  such  certlflcation  shall  he  filed  with 
the  Secretary  of  the  Commisslnn. 

(d)  (1)  There  is  hereby  established  an  Advisory  Committee  consisitng  of 
the  Special  Assistant  to  the  President  on  Consumer  Affairs,  ex  officio,  a  repre- 
sentative of  the  Recretarj-  of  the  Treasury,  ex  officio,  a  representative  of  the 
Secretary  of  Housing  and  Urban  Development,  ex  officio,  and  ten  members  ap- 
pointed by  the  Chairman  of  the  Commission  of  whom  four  shall  be  selected 
from  among  persons  actively  employed  in  the  private  insurance  industry  (in- 
cluding one  representative  of  the  reinsurance  industry),  three  shall  be  selected 
from  among  persons  actively  ensjaged  In  State  supervisory  or  legislative  activi- 
ties, and  three  shall  be  selected  as  consumer  representatives  of  the  general 
public. 

(2)  The  Chairman  of  the  Commission  shnll  designate  a  Chairman  and  a  Vice 
Chairman  ot  the  Advisory  Committee. 

(R)  Each  member  shall  sen-e  for  a  term  of  two  years  or  until  his  .successor 
lias  been  appointed  and  shall  have  qualitted.  Members  may  be  reappointed,  ex- 
cept that  no  person  who  le  appointed  from  among  persons  actively  employed  in 
the  private  insurance  Industry  or  from  among  persons  actively  engaged  in  State 
supervisory  or  legislative  activities  shall  serve  in  such  position  after  he  ceases 
to  be  so  employed,  unless  reappointed  in  another  caiiacity. 

(4)  Any  member  appointed  to  fill  a  vacancy  occurring  prior  to  tbe  expiration 
of  the  term  for  which  his  predecessor  was  aMM>lnted  shall  be  appointed  for  the 
remainder  of  that  term. 
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(5)  Tbe  Tke  Chairmaii  of  the  AdTlMiry  Committee  shall  preside  in  the  ab- 
MDce  or  disability  of  the  Chairman.  In  the  absence  of  both  the  GhairmaD  and 
Vice  GhairmaD,  tbe  Chairman  of  the  Commission  may  appoint  any  member  to 
act  as  Chairman  pro  tempore.  The  Committee  shall  meet  at  such  times  and 
places  as  it  or  the  Cliairman  of  the  Commlsslcm  may  fix  and  determine,  bnt 
■lull  hold  at  leaat  four  regnlarl^  scheduled  meetings  a  year.  Special  meetings 
may  be  held  at  the  call  of  the  Chairman  of  the  Advisoi;  Committee,  or  any  three 
members  of  tbe  Ccanmlttee,  ot  at  the  call  of  the  Chairman  of  the  Gommlssioo. 
A  majority  of  the  memliera  ahall  ctmstitntx  a  qnonim  for  the  transaction  of 


(6)  The  Committee  shall  review  the  procedures,  practices,  and  policies  of 
the  Commisaion  and  adTlse  the  Commission  with  respect  thereto,  assist  in  ob- 
taining the  co(q>eratlon  of  insurers,  industry  groups,  and  Federal  and  State 
agencies,  consult  with  and  make  recommendations  to  the  Commission  with  re- 
tptct  to  carrying  out  the  purpoaea  of  this  Act,  and  render  such  advice  as  the 
Commission  may,  from  time  to  time,  seek.  The  written  reports  and  recommenda- 
tions of  the  Ctnnmlttee  shall  be  made  available  by  tbe  Commissfon  to  the  public. 

(7)  Tbe  members  of  tbe  Committee  ahall  not,  by  reason  of  snch  mMOberaUp, 
be  deemed  to  be  employees  of  the  United  States,  and  such  members,  except  tbe 
Special  Assistant  to  tbe  President  on  Consumer  AtTains  and  tbe  representatives 
of  the  Secretary  of  the  Treasury  and  of  the  Secretary  of  Houati^  and  Uri>an 
Development,  shall  receive  for  their  services  as  members  the  per  diem  equivalent 
to  the  rate  for  grade  OS-18  of  the  General  Schedule  under  section  6SS2  of  title  6^ 
United  States  Code,  when  engaged  in  the  performance  of  their  duties,  and  eadi 
inemt>er  of  the  Committee  shall  be  allowed  travel  expenses,  tncludliig  per  diem  in 
lieu  of  subsistence,  as  antborlied  by  section  5708  of  snch  tJQe  for  persons  In  tbe 
Government  service  employed  Intermittently. 

(8)  "nie  Committee  shall  be  subject  to  the  Federal  Advisory  Committee  Act 
(e)  The  Commission  Aall  administer  its  afFalrs  fairly  and  Impartially  and 

without  dlscrimiaatlon.  The  Commission  shall  determine  and  prescribe  the  man- 
ner in  wU<^  Ita  obligations  aball  be  Incurred  and  Its  expenses  allowed  and  paid. 
nte  Commission,  witii  the  consent  of  any  Federal  executive  department,  commis- 
sion, independent  establisbment,  corporation  owned  or  controlled  by  the  United 
States,  board,  bureau,  division,  service  office,  authority  or  administration  in  the 
exemtive  branch  of  Government,  including  any  field  service  thereof,  may  avail 
itself  of  the  nse  of  information,  serrices,  and  fadlitlea  thereof  In  carrying  out  the 
provisions  of  this  Act 

(f)(1)  There  are  transferred  to  the  Commission  all  fanctions,  powers,  and 
duties  conferred  npon  the  Secretary  of  Housing  and  Urban  Development  pursn* 
int  to  title  XI  of  the  NaHonal  Housing  Act,  title  XIII  of  the  Housing  and  Urban 
Development  Act  of  1968,  the  Flood  Dlaaeter  Protection  Act  of  1»73  and  the  Fed- 
eral Flood  Insurance  Act  of  19(56,  except  that  the  National  Insurance  Develw- 
ment  Fund  shall  be  kept  separate  from  the  fund  established  under  section  4.  An^ 
reference  to  the  Secretary  of  Housing  and  Urban  Development  contained  in  any 
such  statute  shall  be  deemed  to  be  a  reference  to  the  Commf  esion. 

(2)  Section  531S  (91)  of  title  B,  United  States  Code,  is  repealed. 

(3)  The  personnel  employed  In  connection  with,  and  the  assets,  liabilities,  con- 
tracts, property,  records,  and  nneipended  balances  of  apppoprlatlons,  authorlsa- 
donn,  allooationB,  or  other  funds  held,  used,  arising  from,  or  available  or  to  be 
made  available  in  connection  with,  tbe  functions,  powers,  and  duties  transferred 
by  this  subsection  are  hereby  transferred  with  such  functions,  powers,  and  duties, 
respectively. 

(4)  No  cause  of  action  by  or  against  any  agency  whose  functions  are  trans- 
ferred by  this  title,  or  by  or  against  an  officer  of  any  agency  In  bis  official  capacity, 
shall  abate  by  reason  of  this  transfer.  Such  causes  of  action  may  be  asserted 
by  or  against  the  United  States,  the  Commission,  or  sucb  officer  or  employee  of 
the  Corporation  as  may  l>e  appropriate. 

(5)  No  suit,  action,  or  other  proceeding  commenced  by  or  against  any  agency 
whose  functions  are  transferred  by  this  subsection,  or  by  or  against  any  officer 
of  any  such  agency  In  his  official  capacity,  shall  abate  by  reason  of  the  enactment 
of  this  snbsectlMi.  A  court  may  at  any  time  during  the  pendency  of  the  lltigntlon. 
on  its  own  motion  or  that  of  any  party,  order  that  the  same  may  be  maintained 
by  or  agoinat  the  United  States,  the  Commission,  or  such  officer  or  employee  of 
the  Oirporatlon  as  may  be  aiq>roprtate. 
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(6)  Eizcept  as  may  be  otherwlBe  expressly  provided  In  this  Act,  all  powers  and 
antborlties  conferred  by  this  Act  sball  be  cumulative  and  additional  to  and  not  in 
derogation  or  any  powers  and  aiithoritiea  otherwise  existing.  All  rales,  regnla- 
Hons,  orders,  authorleatlons,  delegations,  or  ntier  actions  duly  Issued,  made,  or 
taken  by  or  pursuant  to  applicable  law,  prior  to  the  effective  date  of  this  Act, 
by  any  agency,  officer,  or  office  pertaining  to  any  functions,  powers,  and  duties 
transferred  by  this  Act  shall  continue  In  full  force  and  effect  after  the  etTecUTe 
date  of  tbie  Act  unless  and  until  modified  or  rescinded  by  tbe  Commlgsion. 

(g)  The  Commission  shall  annnally  make  a  r^Mrt  of  its  operations  to  tbe  Con- 
gress as  soon  as  practicable  after  tbe  Ist  day  of  June  in  each  year.  Such  report 
shall  Include  a  statement  with  respect  to  the  status  and  scope  of  tbe  ITederal 
Insurance  Guaranty  Fund,  together  with  sucb  recommendatlona  concerning  its 
adequacy  or  inadequacy  as  tbe  Commission  deems  necessary  or  desirable. 


Seo.  102.  (a)  The  Congress  finds  and  declares  that.  In  order  to  assure  poltcy- 
bolders  the  protection  of  insurance  policies  tbey  bave  purchased,  notwithstanding 
the  insolvency  of  the  issuing  insurance  company,  the  United  States  national  pol- 
icy shall  be  to  facilitate  early  detection  of  the  financial  condition  of  insurers 
which,  if  not  corrected,  render  reasonably  probable  the  insolvency.  Impairment, 
or  inability  of  sucb  insurers  to  fulfill  tbelr  contractual  obligations  to  policy- 
holders or  claimants  when  due,  and  to  provide  for  tbe  orderly  winding  down  and 
liquidation  of  insolvent  Insurers  by  establishing  a  Federal  insurance  guaranty 
program  which  shall  establish  uniform  standards  for  guaranty  status  and  shall 
maximize  tbe  efficient  utilisation  of  tbe  capabilities  and  facilities  of  private 
Insurers  la  tbe  discbarge  of  policy  obUgatimia  of  private  insurers  which  become 
insolvent. 

(B)  There  is  established  in  the  Treasury  of  the  United  States  a  fund  to  be 
known  as  the  Federal  Insurance  Guaranty  Fund  (hereinafter  referred  to  aa  the 
"fund").  The  fund  shall  contain  fees  paid  by  companies  whose  Insurance  obliga- 
tions are  guaranteed  by  the  Commission,  tbe  proceeds  of  obligations  Issued  under 
subsection  (d),  and  receipts  from  any  other  source. 

(c)  Moneys  in  the  fund  shall  be  available  to  the  Commission,  without  fiscal  year 
limitation,  to  the  extent  provided  in  appropriations  Acta,  for  Uie  purpose  of  carry- 
ing out  its  obligations  under  guaranties  under  this  Act  and  to  cover  the  eipenses 
of  carrying  out  its  functions  under  this  Act. 

(d)  To  tbe  extent  necessary  to  cover  losses,  the  Commission  is  authorized  to 
issue  to  the  Secretary  of  the  Treasury  notes  or  other  obllgaUons  in  an  aggregate 
amount  of  not  to  exceed  sucb  amounts  as  may  be  si^roved  in  appropriations 
Acts.  Id  such  forms  and  denominations,  bearing  such  maturities,  and  subject  to 
sucb  terms  and  conditions,  as  may  be  prescribed  by  the  Secretary  of  the  Treas- 
ury. Such  notes  or  other  obligations  shall  bear  Interest  at  a  rate  determined  by 
the  Secretary  of  the  Treasury,  taking  Into  consideration  the  current  average 
market  yield  on  outstanding  marketable  obllgaUons  of  the  United  States  of 
comparable  maturities  during  the  month  preceding  tbe  Issuance  of  the  notes  or 
other  obligations.  The  Secretary  ot  the  Treasury  is  authorized  to  purchase  any 
notes  and  other  obligations  Issued  hereunder  and  tor  that  purpose  he  U  author- 
ized to  use  as  a  public  delit  tranuaction  the  proceeds  from  the  sale  of  any  secu- 
rities Issued  under  tbe  Seoud  Liberty  Bond  Act,  and  the  purpo^^es  for  which 
securities  may  be  issued  under  that  Act  are  extended  to  include  any  purchase  of 
such  notes  and  obligations.  The  Secretary  of  the  Treasury  may  at  any  time  sell 
any  of  the  notes  or  other  obligations  acquired  by  him  under  this  subsection.  Ail 
redemptions,  purchases,  and  sales  by  the  Secretary  of  the  Treasury  of  such 
notes  or  other  obligations  shall  be  treated  as  public  debt  transactions  of  tbe 
United  SUtes. 

(e>  Any  insurance  obligation  incurred  or  maintained,  exclusive  of  the  rein- 
sured obligations  of  a  ceding  insurer  by  a  federally  guaranteed  insurer  during  a 
period  when  such  insurer  is  authorized  to  do  buisness  under  this  Act  Is  guar- 
anteed and.  upon  tbe  default  of  such  insurer,  such  obligation  shall  be  met  by  the 
Commission  utilizing  proceeds  contained  in  the  Federal  Insurance  Guaranty 
Fund.  Any  guaranty  hereunder  is  a  full  faith  and  credit  obligation  of  the  United 
States.  The  Commission  sball  establish  and  collect  from  each  insurer  guaranteed 
under  this  Act  an  annual  fee  calculated  as  a  percentage  of  its  net  direct  pre- 
miums, and  such  fee  may  not  exceed  one-fourth  of  1  per  centum  per  year.  The 
Commission  may  establish  different  levels  of  fees  for  different  types  of  Insureri  r 
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Provided,  That  all  Insurera  of  tbe  same  type  Bhall  pay  comparable  feea  and  tli« 
fees  cbarged  each  type  of  compaoy  shall  be  reasonably  related  to  expected 
losaea.  In  eatabllBhlng  the  guaranty  fees  to  be  collected  purauant  to  thla  Act, 
the  Commiadon  eliall  attempt  to  develop  and  maintain  a  balance  In  Hie  Qnar- 
antee  Fond  snfllclent  to  render  unlikely  any  need  to  borrow  from  the  Secretazy 
of  tbe  Treasury.  When  tbe  balance  In  the  fund  reaches  each  a  saffident  lerel,  the 
lee  establlBbed  and  collected  under  this  section  may  be  reduced  or  Buspended. 

(f )  The  Commission  shall,  to  the  maximum  extent  practicable,  pay  any  amount 
owing  UDder  any  such  guaranty  tlirongh  otlier  inaurere  to  which  the  policy  gir- 
Ing  rise  to  the  obligation  has  been  assigned. 


Sec  103.  <a)  The  C<HniniBeioa  1b  authorized  to  issue  a  Federal  goaranty  certif- 
icate to  any  insurer  which  meets  Buch  financial  and  other  requirements  as  the 
Commission  may  reasonably  prescribe  pursuant  to  this  section. 

(b)  Any  insurer  may  make  application  to  tbe  Conunlsslon  for  a  certlflcate  un- 
der this  section,  which  certificate  is  in  force  in  any  line  of  insurance  Ineuring 
persons  or  risks  situated  in  any  State,  except  that  no  Insurer  chartered  under 
the  provisions  of  this  Act  may  make,  issue,  renew,  or  coatinne  In  effect  any  in- 
surance policy  or  otherwise  transact  insurance  unless  and  until  it  has  received 
a  certlflcate  hereunder. 

(c )  Snch  application  shall  be  in  such  form  and  shall  contain  such  Informatiou 
as  tlie  Commission  shall,  by  regulation  prescribe,  including,  but  not  limiting  to — 

(1)  a  deBignation  of  each  State  in  witicli  the  insurer  will  transact  inaar- 
ance  and  tbe  lines  of  Insurance  to  be  offered ; 

(2)  a  statement  of  tbe  insurer's  capital  and  surplus,  in  the  caae  of  a  stock 
insurer,  or  guaranty  fund,  in  the  case  of  an  Insurer  other  than  a  stock  In- 
surer. 

(d)  Tbe  Commission  shall  make  such  examination  of  an  applicant  for  a  certif- 
icate hereunder  as  it  deems  necessary  to  ascertain  the  flnandal  condition  and  fit- 
ness of  the  applicant.  For  this  purpose,  tbe  Corporation  may  utilize  employees 
of  thp  Commission,  independent  contractors,  and  other  agencies  of  the  Federal 
Government.  It  may  take  into  consideration  reports  of  Independent  auditoia  and 
reports  and  certifications  by  State  supervisory  authorities. 

(e)  Any  person  exercising  or  possessing  effective  control  of  a  federally  guar- 
anteed Insurer  shall  be  suliject  to  the  regulatory  authority  of  the  Commission. 

(f)  No  insurer  whose  policyholders  are  liable  to  assessment  under  any  policy 
issi:ed  by  it  shall  be  granted  a  guaranty  certificate  under  the  provisions  of  this 
Act 

(K)  Nothing  in  this  Act  shall  be  deemed  to  prohibit  any  Insurer  from  engaging 
in  both  a  life  and  property  and  liability  insurance  buisuess  in  any  State  if  other- 
wise authorized  to  do  so. 

(h)  (1)  (A)  Unless  the  application  or  any  part  thereof  is  earlier  returned  to 
the  applicant  by  the  Comralssion  because  of  legal  Insufficiency,  the  nature  of  such 
insufficiency  having  been  stated  In  writing  by  the  Commlaslon,  the  Commission 
shall,  not  later  than  ninety  days  following  the  filing  of  the  application  for  a  Fed- 
eral certificate,  issue  or  refuse  to  issue  such  certlflcate :  Provided.  That  If  a  fl- 
nandal examination  or  audit  of  tbe  applicant  or  any  affiliated  or  related  person 
sab;tect  to  this  Act  has  been  commenced  by  the  Cnmmisslon  but  has  not  t>een 
'  completed,  the  Commissinn  may  extend  the  period  for  one  additional  period  of 
ninety  days. 

(Bt  The  Commiselon  may  refuse  to  issues  certificate  hereunder  upon  Its  deter- 
mination that  the  insurer  is  not  financially  safe  and  sound  for  any,  or  any  com- 
bination, of  the  following  reasons : 

(i)  assets  supportive  of  the  insurer's  policyholder  obligations  fall  to  pro- 
vide sufficient  integrity  and  stability  for  that  purpose ; 

(ii)  the  insurer's  underwriting  commitments  have  consistently  been  In  ex- 
cess of  its  capacity ; 

(Hi)  in  applying  for  the  certificate,  the  insurer  has  failed  to  disclose  ma- 
terial facts  or  circumstances  bearing  upon  its  worthiness  for  receiving  a 
certificate ; 

(iv)  the  Insurer's  reserves  for  ilabtlities  are  materially  deficient  or  its 
liabilities  are  materially  understated  ;  or 

(v)  the  insurer  Is  effectively  controlled  by  officers,  directors,  stockholders, 
or  other  persons  whose  conduct  has  demonstrated  such  persons  to  be  un- 
worthy of  trust  or  confidence. 
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Any  refusal  to  issue  a  certlflcate  berennder  staall  be  br  a  written  order  Issned 
by  tHe  CommlMlon,  which  order  shall  spedfj  tlie  factual  conelnsioDs  and  legal 
authority  on  which  the  refasal  Is  based. 

(2)  At  any  time  within  the  niaety-day  period  or  extendon  specified  In  para- 
graph (1)  (A)  of  this  subsection,  the  Commission  may,  npon  notice  of  not  leas 
tban  ten  days,  liold  a  hearing  in  the  manner  provided  In  section  206(f)  not  leas 
than  thirty  days  nor  more  than  ninety  days  after  such  notice  Inquiring  Into  the 
financial  condition  of  such  applicant  or  any  affiliated  or  related  person  or  upon 
the  fitness  of  such  applicant  to  recelre  a  cerdflcate,  and  notice  of  such  bearing 
shall  stay  the  running  of  the  time  specified  In  paragraph  (1).  Such  notice  shall 
specify  eiplli-itly  the  matters  to  be  considered  and  the  persons  to  be  examined 
at  such  hearing,  Falliire  of  the  applicant  or  any  affiliated  or  related  person  to 
whom  notice  waa  provided  to  appear  at  such  bearing  may  be  deemed  to  be  an 
abandonment  of  the  application  for  a  certificate. 

<i)<l)  Tbe  Commission  may  revoke  or  suspend  a  certificate  granted  bere- 

<  A )  upon  the  request  of  the  federally  guaranteed  insurer ; 

( B )  because  of  tbe  Insurer's  willful  or  persistent  violation  of  law  or  regu- 

(C)  for  any  reason  which,  had  it  existed  or  been  known,  wonld  have  Jnstl- 
fled  the  Commiaalon's  refusal  to  Issue  the  certificate  originally. 

(2)  A  revocation  or  suspension  of  a  certificate  shall  be  effected  by  a  written 
order  issued  by  tlie  Commission,  and  served  upon  the  federally  guaranteed  In- 
surer, which  order  shall  set  forth  the  factual  conclusions  and  legal  authority 
upon  which  the  revocation  or  Buspenaton  la  based. 

(3)  The  Corporation  sliall  give  any  federally  guaranteed  insurer  thirty  days 
written  notice  of  its  Intention  to  revoke  or  suspend  its  certificate  and  provide  an 
opportunity  to  correct  the  deficiencies  in  Its  operation  which  are  stated  In  the 
notice  as  grounds  for  revocation  or  suspension.  Any  federally  guaranteed  Insurer, 
prior  to  or  after  revocation  or  suspension  of  its  certificate,  shall,  upon  request,  be 
granted  an  opportunity  for  a  hearing,  which  shall  be  conducted  in  accord  with  the 
provisions  set  forth  In  section  206(f),  to  contest  such  decision. 

(4)  (A)  Upon  the  revocation  or  suspension  of  a  certificate  as  provided  herein, 
or  upon  Its  surrender  by  a  federally  guaranteed  insnrer,  all  policy  obllgatlona  of 
the  insurer  on  policies  Issued  or  renewed  while  tbe  license  was  In  force  shall  cease 
to  be  guaranteed  on  the  earliest  of  tbe  following  dates : 

( 1 )  tbe  next  renewal  date ; 
(il)  the  policy  anniversary  date ; 
(ill)  theeflpctivedateofcanrellatlon  of  the  policy;  or 
(iv)  one  year  from  the  effective  date  of  the  revocation,  susp^iMon,  or 
surrender  of  the  Federal  guaranty  certificate. 

(B)  The  policyholder  of  any  policy  guaranteed  hereunder  shall  be  given  written 
notice  not  less  than  siity  days  prior  to  the  loss  of  guaranty  status  on  Its  policy. 

(J)  (201)  Investments  of  a  federally  guaranteed  Insurer,  other  than  an  insnrer 
chartered  under  section  201,  shall  he  regulated,  In  general,  by  the  laws  and  r^o- 
latlons  of  such  Insurer's  State  of  domicile  and  the  laws  and  regulations  of  the 
States  in  which  it  transacts  Insurance  unless  the  Commission  shall  determine, 
after  hearing,  that  the  taws  or  regulations  of  such  State  or  States  fall  to  require 
that  the  minimum  policyholders'  surplus  and  reserve  liabilltieB,  including  Uie 
loss  reserves,  unearned  premium  reserve,  and  mortality  and  morbidity  reserve,  of 
such  Insurer  be  covered,  to  a  reasonable  degree,  by  admissible  assets  of  suffi- 
cient integrity  and  stability,  or  that  any  such  Insurer  is  not  required  to  comply 
with,  and  does  not  comply  with,  the  current  Investment  laws  or  regulations  of  Its 
State  of  domicile.  Upon  making  such  finding,  the  Commission  shall  Issue  such 
order  as  Is  necessary  to  bring  the  Insurer's  investments  Into  compliance  with  the 
standards  estahlfsbed  by  this  section  within  a  reasonable  length  of  time  or  to 
terminate  its  status  as  a  federally  guaranteed  insurer  for  its  failure  to  do  so.  For 
the  purpose  of  carrying  ont  Its  functions  under  this  section,  the  Commlsrfon  is 
authorized  to  Issue  a  snhpena  requiring  the  Insolvent  Insnrer  to  furnish  such 
books,  records,  or  other  materials  as  It  deems  necessary,  and  in  the  event  of  a 
refusal  to  comply  therewith,  the  Commission  may  Invoke  the  aid  of  any  United 
States  district  court  having  jurisdiction  of  a  district  in  which  the  Insurer  can  be 
found.  Refusal  of  insurer  to  obey  any  court  order  issued  pursuant  to  any  pro- 
ceeding hereunder  may  be  punished  by  the  court  as  a  contempt  thereof. 

(k)  A  federally  guaranteed  Insnrer  shall  be  exempt  from  the  provisions  of 
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tbc  latFs  of  any  State  whldi  require  the  partid[ie.doii  of  insurers  in  any  State 
insolvency  guaranty  i^<lan  whereby  sncb  insurers  are  required  to  assume  obliga- 
tions of  other  Insurers  in  the  event  of  tbe  insolrency  or  other  financial  Impair- 
ment of  such  other  insurers. 


SATISFACTION  or 

Sec.  104.  (a>  Whenever  any  federally  guaranteed  insurer  has  been  adjudicated 
an  insolvent  insurer,  the  Commission  shall,  through  Us  own  facilities,  through 
the  facilities  of  a  State  supervisory  authority  or  through  the  facilities  of  inde- 
pendent contractors  retained  by  the  CommiBsion,  satisfy  all  valid  guaranteed 
obligations  in  the  following  manner : 

(1)  Tbe  Commisstou  shall  investigate,  examine,  adjust,  compromise,  or 
settle  all  claims  arising  from  guaranteed  obligations  as  qulclily  as  possible 
in  order  to  provide  the  public  the  insurance  protection  that  would  have  been 
available  but  for  the  liquidation. 

(2)  Any  defensp  against  aoy  claim  under  this  section  which  was  available 
to  the  Insolvent  insurer  shall  be  available  to  the  Commission. 

(3)  The  Commission  is  authorized  to  defend  any  action  pending  or  brought 
against  the  policyholder  or  the  insured  of  the  Insolvent  federally  guaranteed 
Insurer  for  an  insurable  event  occurring  before  or  flfteen  days  after  the 
date  of  Issuance  at  Che  liquidation  order. 

(b)  The  Commission  shall  be  entitled  to  any  valid  claim  against  the  liquidator 
up  to  an  amount  equal  to  the  liabilities  of  such  insurer  paid  by  the  Commission 
plus  the  expenses  of  discharging  the  federal^  guaranteed  insurer's  obligations 
imder  guaranteed  policies.  Payment  of  such  claim  shall  follow  the  normal  order 
of  distrllmtlon  of  tbe  liquidation  laws  of  the  State. 

Ic)  The  Commission  shall,  to  tbe  maximum  extent  practicable,  pay  any  valid 
guaranteed  claim  through  other  Insurers  to  which  the  policies  givlug  rise  to  tbe 
claim  hare  been  assigned. 

PBOCEDCBES  TO  AVOID  DEFAin.T  OB  TO  FACILITATE  THE  UERQEB  OS  CON  SOLID  ATIOII   OP 


Sec.  105.  (a)  Whenever  in  the  Judgment  of  the  Commission,  sndi  action  will 
reduce  the  risk  or  avert  a  threatened  loss  to  the  Federal  Insurance  Guaranty 
Fund  and  will  facilitate  a  merger  or  consolidation  of  a  federally  guaranteed  lu- 
Kurer  with  anotlier  such  Insurer,  or  will  facilitate  tbe  sale  of  the  assets  of  the 
insurer  to  and  the  assumption  of  its  liabilities  by  another  such  insurer,  or  will 
help  to  avoid  tiie  default  of  such  an  Insurer,  the  Commission  may.  uixin  such 
lenns  and  conditions  as  it  may  prescritie.  make  loans  secured  In  whole  or  in  part 
by  assets  of  such  insurer,  which  loans  may  he  subordinated  to  the  rights  of  iwlicy- 
liolders  and  other  creditors,  or  the  Commission  may  purchase  any  such  assets 
<ir  guarantee  any  other  sucli  insurer  against  loss  by  reason  of  its  assuming  the 
liabilities  in  purchasing  the  assets  of  such  Insurer.  Any  such  insurer  or  the 
receiver  thereof  Is  authorized  to  contract  for  such  sales  or  loons  and  to  pledge 
any  srieh  assets  to  secure  such  loans. 

(b)  Any  agreement  entered  Into  by  a  federally  Runranteed  insurer  which 
tends  to  diminish  or  defeat  the  right,  title,  or  interest  of  the  Commission  In  any 
asset  acquired  by  It  under  this  section  either  as  security  for  a  loan  or  by  purchase 
shall  be  valid  against  the  Commission  only  if  such  agreement — 
(11  is  In  writing: 

(21  was  executed  by  the  Insurer  and  the  person  claiming  an  Interest  there- 
under, including  the  obligor,  contemporaneously  with  the  acquisition  of 
the  asset  by  the  Insurer ; 

(3)  was  approved  by  the  board  of  directors  of  the  Insurer  which  api)roval 
must  be  reflected  in  themlnules  of  such  board;  and 

(4)  was  continuously,  from  the  time  of  its  esecution,  an  offlelal  record 
of  the  insurer. 

B  DISBOLimON  OF  A  FEDBBALLT 

Sec.  106.  (a)  The  Commission  may  institute  proceedings  under  this  section  to 
provide  for  the  rehabilltatloo,  reorganization,  or  dissolution  of  a  federally  guar- 
anteed insurer  whenever  It  determines  that  the  insurer  is  unable,  or  Is  reason- 
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ably  lihely  to  t>ecatne  unable,  to  fiilflll  its  obligations  when  dne.  UpOD  sucb 
determination,  the  Commission  may,  after  notice  to  tbe  federally  guaranteed 
Insurer,  apply  to  the  appropriate  T'nited  States  district  court  for  Its  appointment 
as  a  receiver  to  administer  the  affairs  of  the  Insnrer  with  respect  to  which  the 
detemiinatinn  was  made.  If  wltiitn  three  liuslness  days  after  the  filing  of  an 
application  under  this  section,  or  such  other  period  as  the  court  may  order,  tbe 
federally  guaranteed  insurer  consents  to  the  appointment  of  a  receiver  or  fails 
to  show  why  a  receiver  should  not  be  appointed,  the  court  may  grant  the  ai4>li- 
cation  and  aiqioint  a  i-ecelver  to  administer  the  affairs  of  the  Insurer  in  accord- 
ance witli  the  provisions  of  this  Act  and  the  charter  of  the  insurer,  except  that 
the  United  States  district  court  may  Immediately  appoint  a  receiver  upon  ttie 
request  of  the  Commis-iion  when  the  court  finds  that  such  action  Is  necessary  to 
preserve  the  financial  Integrity  of  tbe  Insurer,  but  any  such  Insurer  may  request 
a  hearing,  upon  a  petition  filed  with  the  court  not  later  than  three  days  after  such 
an  apiHiIntment,  with  respec-t  to  sueli  appointment. 

<b)  Any  receiver  aiipointed  under  this  section  shall  be  subject  to  the  same 
duties  as  a  trustee  appointed  under  section  47  Of  tbe  Bankruptcy  Act,  and  shall 
conduct  its  business  and  the  affairs  of  the  insurer  consistent  with  the  provisions 
applicable  to  a  proceeding  under  chapter  X  of  (be  Bankruptcy  Act,  except  that 
claims  of  policyholders  which  arose  prior  to  the  insurer's  default  shall  have  a 
priority  over  all  other  claims. 

(c)  If  the  Commission  has  issued  a  notice  under  this  section  to  an  Insurer 
chartered  under  section  201  of  this  Act,  and  has  determined  at  any  time  ttiere- 
after  that  tbe  charter  of  that  Insurer  should  be  revolied.  It  may,  after  notice 
to  the  insurer,  apply  to  the  appropriate  United  States  district  court  for  a  decree 
adjudicating  that  the  charter  must  be  revoked  in  order  to  protect  the  Interests 
of  the  policyholders  or  to  avoid  any  further  increase  In  the  liability  of  the  Fed- 
eral Insurance  Guaranty  Fund.  If  any  receiver  ai^winted  under  subsecticwi  (a) 
disagrees  with  tbe  determination  of  the  Commission  under  the  preceding  Eien- 
tence.  it  may  intervene  in  the  proceeding  relating  to  the  application  for  the 
to  the  insurer,  aiqily  to  the  appropriate  United  State  district  court  for  a  decree 
itself.  Upon  the  issuance  of  such  a  decree,  the  court  shall  autiorize  the  receiver 
( or  amioint  a  receiver  and  so  authorize  him,  if  necessary ) ,  to  wind  up  the  affairs 
of  the  insurer  in  accordance  with  tbe  provisions  of  tbla  section.  If  the  receiver 
and  the  Commission  agree  that  the  affairs  of  tbe  insurer  ebould  be  wound  up 
and  the  charter  surrendered  and  to  the  appointment  of  a  receiver  without  pro- 
ceedings pursuant  to  this  section  (other  than  this  sentence),  tbe  receiver  shall 
have  tbe  power  to  take  such  actions  as  may  be  necesearj  to  wind  up  tbe  affairs 
of  the  insurer  promptly. 


Sec.  107.  (a)  In  order  to  Insure  tbe  financial  Htabllity  of  federally  guaranteed 
insurers,  the  Commission  is  authorized  to  prescribe  sucb  rules  and  regulations 
as  may  be  necessary  to  carry  out  Its  responsibilities  under  the  provisions  of 
this  Act.  Such  rules  and  regulations  sliall  require  that — 

(1)  each  sucb  insurer  shall  pay  tlie  guaranty  fee  established  by  tbe 
Cmnnilssion  under  se4-tlon  102  of  this  Act  or  any  other  applicable  fee  or 
charge  provided  by  law  or  regulation  ; 

(2)  eacti  such  insurer  shall  compute  and  maintain  its  reserve  liabilities 
as  the  Commission  may,  from  time  to  time,  provide  by  regulation ; 

(3)  each  such  insurer  shall  not  sell,  transfer,  assign,  pledge,  or  otherwise 
dispose  of  or  relinquish  control  over  more  than  25  per  centum  of  its  funds, 
assets,  or  investments  within  any  twelve-month  period  except  as  provided 
k>y  regulation  unless  at  least  thirty  dsys'  prior  notice  has  been  provided  tO 
the  Commission  and  It  has  not  disapproved ; 

(4)  each  such  insurer  shall  furnisli  to  tbe  Commission  such  files,  books, 
reports,  documents,  or  other  records  of  the  Insurer  or  any  affiliated  or  re- 
lated entity  as  the  Commission  shall  prescribe  and  shall  make  available 
to  tbe  Commission  nt  sucb  times  and  places  as  the  Commission  shall  rea- 
nonabiy  prescribe  every  such  file,  book,  reiiort,  document,  or  other  record 
for  Inspection,  examination,  or  audit  under  the  oath  or  affirmation  of  tbe 
person  (s)  having  custody  or  control  thereof;  and 

(5>  each  such  insurer  shall  furnish  ander  the  oath  or  affirmation  of 
its  directors,  or  other  members  of  its  governing  body,  officers  managers,  or 
agents,  such  financial  reports  or  records  and  at  surii  times  and  In  Bocb  de- 
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tall  as  the  OommlBBlon  may,  tram  time  to  Ume,  prescribe,  Indndln;  tapes, 
punched  cards,  or  other  material  processed  throngti  an  electrode  data  proc- 
esfilng  BTBtem  maintained  by  the  tnearer  or  an;  affiliated  or  related  entity. 

(b)  The  OommlaBlon  atiall  wtabllah  and  maintain,  ettber  directly  and  acdely 
or  wholly  or  partially  by  contract  with  State  Insorahce  regulatory  antborltlCB 
or  (^IcialB  or  an  association  made  up  of  sncb  authorities  or  offidale,  or  with 
other  appropriate  organisationB  or  associations,  and  "early  warning  eystem" 
■neanlng  a  system  tor  the  early  detection  of  flnencial  conditions  of  Insurers  which 
If  not  corrected  render  reasonatdy  probttble  the  insolvency,  Impairment,  or  IB- 
Iblilty  of  the  insurer  to  fnlfill,  when  doe,  Its  CMitractual  obligations  to  policy- 
holders or  claimants.  In  order  to  render  possible  comparison  and  to  make  arali- 
able  brood  financial  and  statistical  data,  any  such  "early  warning  system"  may 
taclade  both  federally  guaranteed  insurers  and  other  Insurers,  Any  Insorer 
covered  by  sorta  system  may  be  required  by  the  Oommisalon  to  submit  its  Anas' 
dal  reports  or  records  Inclndlng  computer  tapes  or  cards  under  its  electronic 
data  processing  system.  The  system  established  under  this  snbeection  shall  con- 
tain such  criteria  and  the  weight  to  be  accorded  such  criteria  as  the  Commission, 
after  consultation  with  the  National  Association  of  Insurance  Onmmls8l(HierB 
■nd  such  other  groups  as  are  considered  by  the  Oommission  to  have  experience 
In  these  matters. 

(c)  It  shall  be  unlawful  for  any  federally  guaranteed  Insurer  to — 

( 1 )  refnse  to  Insure  any  Individual  or  gronp  of  Indlvldnala  solely  be- 
cause of  age,  sex,  race,  religion,  or  national  origin ;  and 

(2)  classify,  or  charge  a  rate  or  premium  to,  any  individual  or  group  of 
Individuals  with  the  purpose  or  effect  of  nnfarily  discriminating  against 
Rttcfa  persons  on  account  of  age,  sex,  race,  color,  religion,  or  national  origin : 
Provided,  lliat  such  classiflcatlons  or  rates,  or  premiums  shall  not  be 
unfairly  discriminatory  within  the  meaning  of  this  provislcm  If  they  can 
be  supported  t>y  empirical  evidence  demonstrating  that  such  classes,  rates, 
or  premiums  are  reasonably  predictive  of  and  significantly  correlated  to 
loss  and  exj^ense  experience. 

BPT^tnSOKT    ATITHOBITT 

•  Sbc-  108.  (a)  If,  In  the  o[dnlon  of  the  Gommieslon,  any  federally  guaranteed 
insurer  or  any  director,  officer,  employee,  agent,  or  other  person  participating  In 
tite  conduct  of  affairs  of  audi  insurer  is  engaging  or  has  engaged,  or  if  the  Com- 
miwtlon  has  reasonable  cause  to  believe  that  the  Insurer  or  any  director,  officer, 
emplf^pe.  agent,  or  other  person  participating  in  the  conduct  of  such  affairs  is 
attout  to  engage.  In  any  practice  in  connection  with  the  affairs  of  the  insurer 
which  violates  the  provislMis  of  this  Act  or  of  the  regulations  promulgated  un- 
der thU  Act.  or  is  violating  or  has  violated,  or  the  Commission  has  reasonable 
cause  to  believe  that  the  insurer  or  any  director,  officer,  employee,  agent,  or 
other  iierson  participating  in  the  conduct  of  the  affairs  of  the  insurer  is  about 
to  violate  a  law,  rule,  nr  regulation,  or  any  condition  imposed  in  writing  by  the 
(^mimiasion  in  connection  with  the  granting  of  any  benefit  under  this  Act.  the 
Commis-tion  may  issue  and  serve  upon  the  Insurer  or  such  director,  officer, 
employee,  agent,  or  other  perstm  a  notice  of  charges  In  respect  thereof.  Hie  no- 
tice Hhall  contain  a  statement  of  the  facts  constituting  the  alleged  violation  or 
in-actice  and  shall  fix  a  time  and  place  at  which  a  hearing  wilt  t>e  held  to  deter- 
mine whether  an  order  to  cease  and  desist  thereform  should  be  issued.  Sndi 
bearing  shall  be  fixed  for  a  date  not  earlier  than  thirty  days  nor  later  than  sixty 
days  after  service  of  notice  unless  an  earlier  or  a  later  date  is  requested  by  the 
party  so  served  and  agreed  to  by  the  Commlsslnn.  Failure  of  the  party  served 
to  appear  at  such  a  hearing  shall  be  deemed  to  Indicate  tbe  consent  of  that 
party  to  Issuance  of  the  cease  and  desist  order.  In  the  event  of  sucb  consent, 
or  If,  upon  the  record  of  any  such  hearing,  tbe  Commission  finds  that  any  vio- 
lation or  practice  specified  in  tlie  notice  of  charges  has  been  established,  the 
Coinmlsfion  may  issue  and  serve  upon  the  Insurer,  director,  officer,  employee, 
agent,  or  other  person  an  order  to  cease  and  desist  from  any  such  violation  or 
practice.  Such  order  may.  by  provisions  which  may  be  mandatory  or  otherwise, 
require  the  Insurer  or  its  directors,  officers,  employees,  agents  or  other  person 
Ijartldpoting  in  the  conduct  of  Its  affairs  to  cease  and  desist  from  the  same, 
and  to  talie  affirmative  action  to  correct  the  conditions  resulting  from  any  au<* 
violation  or  practice.  An  order  under  this  subsection  shall  become  effective  at 
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tbe  exiriratlon  of  thirtr  days  after  wrvlce,  except  Id  the  case  of  a  cease  and 
desist  order  issued  upoD  consent  which  shall  become  effective  at  the  time  speci- 
fied thereiii,  and  shall  remain  effectlTe  and  enforceable  as  provided  therein 
except  to  such  extent  aa  the  order  may  he  stayed,  modified  terminated,  amended, 
or  set  aride  by  action  of  the  agency  or  any  court. 

(b)  (1)  Whenever  the  Gomnilasion  determines  that  a  violation  or  threatened 
violation  or  practice  BpeciHed  In  the  notice  of  charges  served  under  subeectlon 
(a)  or  tbe  continuation  thereof  Is  likely  to  cause  Insolvency  or  substantial  dissi- 
pation of  assets  or  earnings  of  the  Insurer,  the  OommisBlon  ntay  issue  a  tem- 
porary order  requiring  tbe  Insurer  or  such  director,  officer,  emidoyee,  agent, 
or  other  person  to  cease  and  desist  from  any  such  vlolatlwi  or  practice.  Su<A 
order  shall  become  effective  upon  service  upon  insurer  or  such  director,  officer, 
employee,  agent  or  other  person  partldpatln  In  the  conduct  of  the  affairB  of 
such  Insurer  and,  unless  set  aside,  limited,  or  suspended  by  a  court  In  proceed- 
ings authMized  by  this  subsection,  shall  remain  effective  and  enforceable  pend- 
ing tbe  comidetlon  of  tbe  administrative  proceedings  pursuant  to  eucb  niStlce 
and  until  sucb  time  as  tbe  Commission  shall  dlHnlsa  the  charges  specified  In 
such  notice,  or  If  a  cease  and  desist  order  is  Issued  against  tlie  insurer  or  sudi 
director,  officer,  employee,  agent,  or  other  person,  until  tbe  effective  date  of 
sucb  order.  Within  ten  days  after  the  insurer  or  any  director,  officer,  emt^oyee, 
agent,  or  other  person  participating  in  the  conduct  of  the  affairs  of  such  Insurer 
ha!i  been  served  with  a  temporary  cease  and  desist  order,  the  insurer  or  such 
director,  officer,  employee,  agent,  or  other  perscm  may  sn^y  to  tbe  United 
States  district  court  or  the  United  States  court  of  any  territory  witbln  the  Juris- 
diction of  which  tbe  principal  place  of  business  of  the  insurer  is  located,  or  the 
United  States  District  Ckmrt  for  the  District  of  Columbia,  for  an  inJunctl<Hi  set 
ting  aside,  limiting,  or  suspending  the  enforcement,  operation,  or  effectiveness 
of  such  order  pending  the  completion  of  tbe  administrative  proceedings  pursu- 
ant to  the  notice  of  charges  served  upon  the  Insurer  or  such  director,  officer, 
emirioyee,  agent,  or  otlier  person  under  subeectlon  (a)  of  this  section,  and  audi 
court  shall  have  jurisdiction  Co  issue  such  Injunction. 

<2)  In  the  case  of  a  violation  or  threatened  violation  of  or  failure  to  obey 
a  temporary  cease  and  desist  order  Issued  pursuant  to  paragraidi  (1).  tbe  Com- 
mission may  apply  to  the  United  States  district  court  or  the  United  States 
court  of  any  territory  within  the  jurisdiction  of  which  the  principal  place  of 
business  of  tbe  Insurer  Is  located,  for  an  injunction  to  enforce  such  order,  and 
If  tbe  court  shall  determine  that  there  has  been  such  violation  or  threatened 
violation  or  failure  to  obey.  It  shall  be  the  duty  of  tbe  court  to  iasne  8u<A 
injunction. 

<c)  (1)  Whenever,  in  tbe  cq>lnlon  of  the  Commission,  any  director  or  officer  of 
a  federally  guaranteed  insurer  has  committed  any  violation  of  law.  rule,  or 
regulation  or  of  a  cease  and  deslxt  order  which  has  become  final,  or  has  en- 
gaged or  participated  In  any  unsafe  or  unsound  practice  in  connection  with  the 
Insurer,  or  has  committed  or  engaged  in  any  act.  omission,  or  practice  which 
constitutes  a  breach  of  his  duty  as  sue*  director  or  officer,  and  the  Commission 
determines  that  the  Insurer  has  suffered  or  will  probably  suffer  substantial 
financial  loss  or  other  damage  or  that  the  interests  of  its  policyholders  could  be 
seriously  prejudiced  by  reason  of  such  violation  or  practice  or  breach  of  duty, 
and  that  such  violation  or  practice  or  breach  of  duty  Is  either  one  involving 
personal  dishonesty  on  the  part  of  sucb  director  or  officer,  or  one  which  dnn- 
onatrates  his  ^oss  negligence  In  tbe  operation  or  management  of  tbe  Insurer 
or  a  willful  disregard  for  the  safety  or  soundness  of  tbe  insurer,  the  Commis- 
sion may  serve  upon  such  director  or  officer  a  written  notice  of  Its  intention  to 
remove  him  from  office. 

(2)  Whenever,  In  the  opinion  Of  the  Commission,  any  director  or  officer  of 
a  federally  guaranteed  Insurer,  by  conduct  or  practice  with  respect  to  any  other 
business  concern  wblch  resulted  In  substantial  loss  or  other  damages,  has  evi- 
denced either  his  personal  dishonesty  or  gross  negligence  in  the  operation  or 
management  of  the  business  concern  or  a  willful  disregard  for  its  safety  and 
soundness,  and.  In  addition,  has  evidenced  his  unfitness  to  continue  as  a  director 
or  officer,  and  whenever.  In  the  opinion  of  the  Commlsrion.  any  other  person  par- 
ticipating in  the  conduct  of  the  affairs  of  the  Insurer,  by  conduct  or  practice  with 
respect  to  the  Insurer  or  any  other  business  concern  which  resulted  in  substan- 
tial financial  loss  or  other  damages,  has  evidenced  either  his  personal  disbtmesty 
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or  hia  KTOSB  negllKence  In  the  operation  or  m«iiaB«in«nt  of  the  Insurer  or  con- 
cern or  a  niUfal  dlBT^pird  Tor  Its  safety  and  sonndneas,  and.  In  addition,  haa 
eridenced  bis  onfltness  to  partldpAte  in  the  conduct  of  the  affairs  of  such  In- 
tnrer,  the  Commission  ma;  serve  upon  sncb  director,  officer,  or  other  perami 
written  notice  of  its  Intention  to  renrave  him  from  office  or  to  prohibit  hla  far- 
Iber  participation  iu  an;  manner  In  the  condact  of  the  affairs  of  the  Insurer. 

(3)  The  Commission  mar,  If  necessary  for  the  protection  of  the  Insurer  or 
the  interests  of  its  poUcybolders,  by  written  notice  to  euclt  effect  served  upon  a 
director,  officer,  or  other  person  referred  to  in  paragraph  (1),  suspend  litm  from 
crfDce  or  prohibit  him  from  further  participation  in  any  manner  in  tbe  conduct 
of  the  affairs  nf  the  Insurer.  Huc^h  suNi>enBion  or  prohibition  shall  become  effec- 
dre  upon  seirice  of  attCb  notice  and,  unless  stayed  by  a  court  In  proceedings  au- 
thorised by  subsection  (d)  of  this  secticm,  shall  remain  In  effect  pending  the 
completion  of  the  administrative  proceedings  pursuant  to  the  notice  served  under 
paragraph  (1)  or  (2)  of  this  sobsectioa  and  until  such  Ume  as  the  Oommfssion 
ihall  dismiss  ttM  charges  specllled  in  such  notice,  or,  if  an  order  or  removal  or 
pnAibltion  is  issned  against  the  director  or  officer  or  other  person,  until  the  ti- 
fectlve  date  of  sny  such  order.  Copies  of  any  such  notice  sbsll  slso  be  served  npom 
the  corporaticm  of  whlcdi  be  is  a  director  or  officer  or  in  the  conduct  of  whose 
sf^irs  he  bos  participated.  A  notice  of  Intention  to  remove  a  director,  officer,  or 
other  person  from  office  or  to  prohibit  his  participation  In  the  conduct  of  the 
sffalrs  of  an  insurer  shall  contain  a  statement  of  the  facts  constituting  grounds 
therefor,  and  shall  Six  a  time  and  place  at  wlilch  a  hearing  will  be  held  thereon. 
Such  hearing  shall  be  fixed  for  a  date  not  earlier  than  thirty  days  nor  later  than 
slztr  days  after  the  date  of  service  of  such  notice,  unless  an  earlier  or  a  later 
date  is  set  by  the  Commission  at  the  retiueet  of  (A)  surh  director  or  officer  or 
Other  person,  snd  for  good  cause  shown,  or  (B)  the  Attorney  General  of  the 
United  States.  Unless  such  director,  officer,  or  other  person  shall  appear  at  the 
hearing  in  person  or  by  a  fully  authorised  represents tlve,  be  shall  be  deemed  to 
have  consented  to  tbe  Issuance  of  an  order  of  such  removal  or  prohibition.  In 
the  erait  of  snch  consent,  or  If  upon  the  record  made  at  any  such  hearing  the 
Commleedon  stiall  find  that  any  of  the  gronnds  apectfled  in  such  notice  has  l>een 
established,  the  Commission  may  Issue  such  orders  of  saspenslon  or  removal  from 
office,  or  prohlblticm  from  participation  in  tbe  conduct  of  the  afTalra  of  the  In- 
surer. 88  he  may  deem  aniroprlate.  Any  each  order  shall  become  effective  at  the 
expiration  of  thirty  days  after  service  upon  snch  insurer  and  the  director,  of- 
ficer, or  other  person  concerned  (except  in  the  case  of  an  order  Issued  upon 
consent,  which  shall  become  effective  at  the  time  specllled  therein).  Such  order 
shall  remain  effective  and  enforceable  except  to  snch  extent  as  it  1b  stayed,  modi- 
fled,  terminated,  or  set  aside  by  action  of  the  agency  or  a  reTlewIng  court. 

(d)  Within  ten  days  after  any  director,  officer,  or  other  person  has  been  sus- 
pended from  office  or  prohibited  from  participation  in  the  conduct  of  the  affairs 
of  an  Insurer  under  subsection  (c)  of  this  section,  such  director,  officer,  or  other 
person  may  aiqily  to  the  United  States  district  court  or  tbe  United  States  court 
of  any  territory  within  the  Jurisdiction  of  which  the  home  office  of  the  Insurer 
is  located,  or  the  I'nlted  States  District  Court  for  the  District  of  Columbia,  for 
a  stay  of  such  suspension  or  prohibition  pending  the  completion  of  the  sdmlnis- 
Irative  proceedings  pursuant  to  the  notice  served  upon  such  director,  officer,  or 
other  person  under  subsection  (c)  of  this  section,  and  such  court  shall  have  juris- 
diction to  stay  Biicb  Buspenalon  or  prohibition. 

(e)  Any  federally  guaranteed  Insurer  which  violates  or  any  officer,  director, 
employee,  agent,  or  other  person  participating  In  the  conduct  of  the  affairs  of 
Buch  an  insurer  who  violates  the  (erma  of  any  order  which  has  liecome  final  and 
was  isHiied  pursuant  to  this  section,  shall  forfeit  and  pay  a  civil  pennlt.v  of  not 
more  than  $10,000  per  day  for  each  day  during  which  such  violation  ooiitinuea. 
The  Commlsalon  shall  have  authority  to  assesB  auch  a  civil  penalty,  after  giving 
notice  and  an  opportunity  to  the  Insurer  or  officer,  director,  employpes,  agent,  or 
other  person  to  submit  data,  views,  and  arguments,  and  after  giving  due  con- 
sideration to  the  appropriateness  of  the  penalty  with  respect  to  tbe  size  or  fi- 
nancial resources  and  good  faith  of  the  Insurer  or  person  cliarged,  the  gravity  of 
the  rinlatlon,  and  any  data,  views,  and  argnmentR  submitted.  The  Commission 
may  collect  such  civil  penalty  by  agreement  with  the  Insurer  or  other  person  or 
by  bringing  an  action  in  the  appropriate  I'nlted  Statea  district  court,  eicept  that 
In  aaj  such  action  the  insurer  or  other  person  against  whom  the  penalty  has  been 

d  shall  have  a  rl^t  to  a  trial  de  novo. 
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it)  (1)  Any  hearing  provided  fpr  In  tbis  section  shall  be  held  in  the  Federal 
Judldal  district  or  in  the  territory  in  which  the  principal  place  of  bnsiiiess  of 
the  Insarer  is  located  unless  the  party  afforded  the  hearing  ctmsents  to  a  hearing 
in  another  place,  and  shall  be  conducted  In  a  manner  consistent  with  the  proTi- 
sions  of  chapter  0  of  title  6,  United  States  Code,  except  that  any  such  hearing 
shall  be  private  unless  the  CommlBslMi  after  consideration  of  the  views  of  the 
party  afforded  the  hearing  determines  that  a  public  hearlug  Is  necessary  to  pro- 
tect the  public  interest  After  such  hearing,  and  within  Dinety  days  after  the 
ConunisBlon  has  notified  the  parties  that  the  case  has  been  submitted  to  It  for 
final  decision.  It  shall  render  Its  decision  (which  sball  include  findings  of  fact 
upon  which  its  decision  is  [dedicated)  and  shall  issue  and  serve  upon  each  party 
to  the  proceeding  an  order  or  orders  consistent  with  the  provisions  of  this  sec- 
tion. Judicial  review  of  any  such  order  shall  be  exclusively  as  provided  In  this 
Bubsectlon.  Unless  a  petition  for  review  is  timely  filed  in  a  court  of  appeals  of 
the  United  States,  as  provided  in  paragraph  (2)  of  this  subsection,  and  there- 
after until  the  record  in  the  proceeding  has  been  filed  as  so  provided,  the  Com- 
mission may  at  any  time,  upon  such  notice  and  in  such  manner  as  It  Hhall  deem 
proper,  modify,  terminate,  or  set  aside  any  such  order.  Upon  such  filing  of  the 
record,  the  Commissinn  may  modify,  terminate,  or  set  aside  any  such  order  with 
permission  of  the  court. 

(2)  Any  party  to  the  proceeding,  or  any  person  required  by  an  order  issued 
under  this  section  to  cease  and  desist  from  any  of  the  violations  or  practices 
stated  therein,  may  obtain  a  review  of  any  order  served  pursuant  to  paragraph 

(1)  of  this  subsection  (other  than  an  order  issued  with  the  consent  of  the  insurer. 
director,  officer,  or  other  person,  or  an  order  Issued  under  paragraph  (1)  of 
subsection  (c)  of  this  section)  by  the  filing  In  the  court  of  appeals  of  the  United 
States  for  the  circuit  in  which  the  home  office  of  the  Insurer  Is  located,  or  In 
Ule  United  States  (iourt  of  Appeals  for  the  District  of  Colombia  Circuit,  within 
thirty  days  after  the  date  of  service  of  such  order,  a  written  petition  praying 
that  the  order  of  the  Commission  be  modified,  terminated,  or  set  aside.  A  copy 
of  such  petition  shall  be  forthwith  transmitted  by  the  clerk  of  the  court  to  the 
Commission,  and  thereupon  the  Commission  shall  file  in  the  court  the  record  in 
the  proceeding,  as  provided  in  section  2112  of  title  28.  Upon  the  filing  of  such 
petition,  such  court  shall  have  iurisdictlon.  which  upon  the  filing  of  the  recOTd 
shall  except  as  provided  in  the  last  sratence  of  paragraph  (I)  of  this  subsection 
be  exclusive,  to  affirm,  modify,  terminate,  or  set  aside,  in  whole  or  in  part,  the 
order  of  the  Commission.  Review  of  such  proceeding  shall  be  had  as  provided  In 
chapter  7  of  title  5,  United  States  Code.  The  Judgment  and  decree  of  the  ironrt 
shall  be  final,  subject  only  to  review  by  the  Supreme  Court  upon  a  writ  of  cer- 
tiorari, as  provided  In  section  1254  of  title  28,  United  States  Code. 

(3)  The  commmcement  of  proceedings  for  Judicial  review  under  paragraph 

(2)  of  this  subsection  shall  not.  nnless  specifically  ordered  by  the  conrt,  operate 
as  a  stay  of  any  order  issued  by  tbe  Commission. 

(g)  The  Commlslson  may  apply  to  the  United  States  district  court  or  the 
United  States  court  of  any  territory,  within  the  Jurisdiction  of  which  the  prin- 
cipal place  of  business  of  the  Insurer  Is  located,  for  the  enforcement  of  any  ef- 
fective and  outstanding  notice  or  order  Issued  under  this  section,  and  such  courts 
shall  have  Jurisdiction  and  power  to  order  and  require  compliance  therewith ; 
but  except  as  otherwise  provided  in  this  section  no  court  shall  have  Jurisdiction 
to  affect  by  inlunction  or  otherwise  the  issuance  or  enforcement  of  any  notice  iir 
order  under  this  section,  or  to  review,  modify,  terminate,  or  set  aside  any  such 
notice  or  order. 

(h)  As  used  in  this  section — 

(1)  the  terras  "cease  and  desist  order  which  has  become  final"  and  "order 
which  has  t)ecorae  final"  means  a  cease  and  desist  order  or  an  order.  Issued 
by  the  Commission  with  the  consent  of  the  insurer  or  the  director  or  officer 
or  other  person  concerned,  or  with  respect  to  which  no  petition  for  review 
of  the  action  of  the  Commission  has  been  filed  and  perfected  in  a  court  of 
appeals  as  specified  in  peragrai^i  (2)  of  subsection  (h).  or  with  respect  to 
which  the  action  of  the  court  In  which  said  petition  is  so  filed  is  not  subject 
to  further  review  hv  the  Supreme  Court  of  the  United  States  in  proceedings 
provided  for  in  said  paragraph,  or  an  order  issued  under  paragraph  (1)  of 
subsection  (g)  of  this  section ;  and 

(2)  the  term  "violation"  Includes  without  limitation  any  action  (alone  or 
with  another  or  others)  for  or  toward  causing,  bringing  about,  participat- 
ing In,  counseling,  or  aiding  or  abetUng  a  violation. 
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(i)  Any  BOTica  required  or  aatborlxed  to  be  made  b;  th«  CommlsBloti  under 
tbis  section  ma;  be  made  by  registered  mall,  or  In  such  ottaer  manner  reasonably 
<:alcalated  to  give  actual  notice  a*  tbe  Commission  may  by  regulation  or  otber- 
wise  provide. 

(J)  In  tlie  coiii«e  of  or  in  connection  with  any  proceeding  under  tbla  section, 
the  Commission,  or  any  designated  representative  thereof,  Inclndfng  any  person 
deoigiuited  to  conduct  any  bearing  under  tbla  section,  sball  have  tbe  power  to 
■dmtnlBter  oatlis  and  afflrmations,  to  take  or  cause  to  be  taken  depositions,  and 
to  isBne,  revoke,  quash,  or  modl^  subpenas  and  subpenas  duces  tecum ;  and  sucb 
Conimlsslon  Is  empowered  to  make  rules  and  resnlatlons  with  respect  to  an;  such 
proceedings.  The  attendance  of  witnesses  and  tbe  production  of  documents  pro- 
Tided  for  Id  tbla  subsection  may  be  required  from  an;  place  In  any  State  or  in 
■nr  territory  or  otber  place  subject  to  the  Jurisdiction  of  the  United  States  at 
■ny  designated  place  where  soc4t  proceeding  is  being  ccmductcd.  Any  party  to 
proceedings  under  tbla  section  may  apply  to  the  United  States  District  Court 
for  the  District  of  Columbia,  or  tbe  United  States  district  court  or  the  United 
States  court  of  any  terrilory  in  which  stidt  proceeding  Is  being  conducted  or 
where  the  wltnesa  resides  or  carries  on  bnsiiiess,  for  enforcement  of  any  subpena 
or  sutv^na  duces  tecum  issued  pursuant  to  this  subsection,  and  snch  courts  shall 
have  Jnrtsdictifm  and  power  to  order  and  require  comidlance  therewith.  Wit- 
nrwirn  anbpcnaed  under  this  section  shall  be  paid  the  same  fees  and  mileage  that 
are  paid  witnesses  In  the  district  courts  of  tbe  United  States.  Any  court  having 
Jurisdiction  of  any  proceeding  Instituted  under  this  eecdon  by  a  corporation  or 
a  director  or  officer  thereof,  may  allow  to  an;  such  parir  snch  reasonable  ex- 
pmses  and  attomeya'  fees  as  it  deems  Just  aiul  proper;  and  stich  expenses  ami 
tees  shall  be  paid  by  the  corporation  or  from  its  assets. 


Saa  100.  (a)  Tbe  Commission  shall  not  adopt  any  rule  or  regulation  or  exercise 
any  otber  aatbority  granted  to  it  under  this  Act  in  such  a  manner  as  to  impose 
a  burden  on  competition  not  necessary  or  ai^ropriate  Id  furtherance  of  the  pur- 
poses of  this  Act,  and  In  all  cases  ahall  adopt  the  least  anttcompetltive  altema- 
tlT«  to  protecting  poUcyholderB  and  the  public  Interest 

(b)  Ezc^  as  provided  beteln,  nothing  contained  in  this  Act  shall  affect  the 
applicability  of  the  antitrust  laws  to  the  business  of  Insurance. 

4c)  Notwithstanding  any  other  proTisioo  of  law,  the  Federal  antitrust  laws 
shall  be  api^cable  to  federally  chartered  insurers  In  their  conduct  of  tbe  busi- 
ness of  Inaniance  with  respect  to  those  activities  that  are  exempt  from  certain 
State  regulation  as  specified  in  section  2M  of  this  Act  For  purposes  of  this  sec- 
tion, tbe  EMeral  antitmst  laws  shall  include  the  Sherman  Antitrust  Act  (IB 
U.S.C.  1  and  following),  the  Clayton  Act  (15  U.S.C.  12  and  following),  the  Fed- 
eral Trade  Commission  Act  (15  U.S.C.  41  and  following). 

TITLE  II— FEDERAL  CHARTERING  OF  INSURANCE  COMPANIES 

CHA>TEBIfia 

Sac.  201.  (a)  The  Commission  Is  authorized  to  Issue  a  charter  to  any  stock, 
mntnal,  or  reciprocal  Insurer,  reinsurer,  or  surety,  the  United  States  branch  of 
an  alien  insurer  or  surety,  or  any  otber  alien  Insurer  or  surety  maintaining  in 
the  United  State*  at  aU  times  trust  funds  of  not  less  than  550.000.000  or  such 
lesser  amount  as  may  be  approved  b;  tbe  Commission,  for  the  security  of  policy- 
holdem  and  claimants  In  accordance  with  such  rules,  rogulntlons,  nnd  procedures 
as  the  Commission  may  prescribe. 

(b)(1)  Notwithstanding  the  prorlslonH  of  the  law  of  nny  State,  any  stock. 
mutual,  or  reciprocal  insurer,  a  Lloyds  organization,  or  a  surety,  orpanlzed  or 
incorporated  under  the  authority  of  State  law,  having  been  certified  by  the  Com- 
miwlon  as  otherwise  eligible  to  become  a  federally  chartered  insurer  and  upon 
the  majority  vote  of  its  stockholders,  or  In  the  case  of  a  nonstock  insurer,  a 
majority  of  Its  policyholders  or  members,  voting  in  peraon  or  by  proxy  at  a  meet- 
ing called  for  such  pnn>ose.  «hall  l>e  Isnuml  a  Federal  charter. 
(2)  Upon  the  Issuance  of  the  Federal  charter— 

(A)  the  state  charter  or  similar  other  authority  Of  onmnlzatlon  of  the 
Insurer  shall  be  preempted  and  terminated,  except  that  nny  such  fnBUrer 
sball  be  deemed  to  continue  its  corporate  or  other  existence  for  all  purposes 
of  Federal  and  State  law ;  and 
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(B>  the  inanrer  sball  be  deemed  to  be  authcwlKd  to  do  boalDess  In  any 
State. 
<3)  NotwithBtandlnfc  the  provlsiooe  of  paragrapb   (2),  the  appropriate  au- 
thority of  a  State  may,  for  canse  aod  apon  a  ahowlng  to  the  satisfaction  of  the 
GomnilssiOD  that  sacii  actloo  la  Decessar?  or  JuBtifled,  revoke  the  antboritj  of  a 
federally  chartered  Insurer  to  do  baslness  In  that  State. 

(c)  Upon  the  iBsuance  of  such  a.  charter,  all  Insurance  obligations  of  the  fed- 
erally chartered  Insurer  shall  be  guaranteed  In  accordance  with  the  nroTisions 
of  tide  I  of  this  Act. 

(d)  The  CommlsaioD  may,  by  rule,  prcriilbit  any  alien  insurer,  other  than  the 
United  States  branch  of  an  alien  insurer,  from  transacting  an  insurance  or 
surety  business  in  any  State  of  the  United  States  unless  such  alien  Insurer  is 
diartercd  under  the  provisions  of  this  Act,  but  such  prohibition  shall  not  extend 
to  relnsDrance  other  than  reinsurance  under  which  the  alien  Insurer  assnmes 
reinsuraoce  In  excess  of  a  90  per  centmn  quota  share  of  the  ceding  Insurer's  in- 
sunince  business  or  any  line  thereof. 

(e)  The  prindpal  place  of  business  of  a  federally  cbartered  Insurer  shall  be 
designated  In  its  charter.  'Hie  principal  place  of  business  of  an  existing  Insurer 
electing  to  obtain  a  Federal  charter  under  this  Act  shall  be  deemed  to  be  the 
State  In  which  It  was  formerly  chartered  unless  It  designates  at  the  time  of  filing 
Its  applicatlmi  for  a  charter  or  at  any  time  after  such  a  charter  Is  Issued  another 
State  with  the  approval  of  the  Commission. 

(f)  (1)  A  federally  chartered  Insurer  may  elect  to  surrender  its  Federal  char- 
ter, tt^ether  witb  all  right,  power,  authority,  and  entitlements  granted  there- 
under or  Incident  thereto,  upon  the  majority  vote  of  its  stockholder  or.  In  the 
case  of  a  nonstock  Insurer,  the  majority  vote  of  its  policyholders  or  members, 
voting  In  person  or  by  proxy  at  a  meeting  called  for  such  purpose.  The  notice  of 
such  meeting  shall  be  given  at  least  thirty  days  prior  thereto  and  shall  contain 
a  certlfled  stalMnent  of  the  Commission,  prepan^  for  such  purpose  and  at  the 
expense  of  the  Insurer,  setting  forth  the  financial  condition  of  the  insurer  and  Its 
ability  to  meet  Its  insurance  obUgatttms.  The  Commission  shall  prepare  such  cer- 
UQed  statement  within  sixty  days  of  a  written  request  therefor  from  the  board  of 
directors  or  other  similar  governing  body  of  the  Insurer. 

(2)  The  election  of  a  federally  chartered  insurer  to  surrender  its  Federal 
charter  may  be  made  upon  such  terms  and  conditions,  not  inconslslent  with  the 
provisions  of  this  Act,  as  the  vote  authorizing  such  election  may  provide.  The 
Commission  shall  not  certify  the  surrender  of  the  Insurer's  I^eral  charter  and 
the  date  thereof  until  such  terms  and  conditions  bare  been  met 

(g)  Except  as  otherwise  speciflcally  provided  In  this  Act,  a  federally  chartered 
Insurer  shall  have  the  powers  of  a  business  corporation  chartered  in  the  District 
of  Columbia  under  the  District  of  Columbia  Business  Corporation  Act,  and  shall 
be  subject  to  the  provisions  of  such  Act. 

OBOAfllEaTlOI* 

Sbc.  202.  (a)  (1)  A  federally  chartered  insurer  may  be  formed  by  any  nnmber 
of  persona,  but  In  no  event  lees  than  three  individuals.  Such  persons  shall  trans- 
mit to  the  Oommlssion  verified  articles  of  organlBatlon  In  such  form  and  with 
such  content  as  the  Commiesion  may  prescribe.  Including  generally,  the  object 
for  which  the  Insurer  is  formed,  the  line  or  lines  of  Insurance  or  surety  which 
it  Intends  to  transact  and  the  States  in  which  it  Is  currently  doing  business  or 
proposes  to  do  bnslness  within  the  five-year  period  following  Its  application  for 
a  Federal  charter.  Such  articles  of  organlaatlon  shall  Include,  or  be  accompanied 
by,  the  arUcles  of  Incorporation,  charter,  or  constitution  of  the  organisation,  the 
bylaws,  and  the  biographical  background  of  the  organizers,  directors,  and  pro- 
posed oOlcers  of  the  organization. 

(2)  The  material  filed  with  the  Commission  shall  state  the  capital  and  surplus, 
in  the  case  of  a  stock  Insurer,  or  guaranty  fund,  In  the  case  of  an  Inanrer  other 
than  a  stock  Insurer,  which  shall  not  be  less  than  such  amount  as  the  Commls- 
rfon  may,  by  rule,  prescribe.  No  portion  of  such  capiUl,  surplus,  or  guaranty 
fund  shall  consist  of  enrplns  notes  or  any  other  form  of  direct  or  indirect  indebt- 
edness. . 

(3)  In  the  case  of  a  group  or  fleet  of  Insurers  under  common  management  or 
subject  to  the  effective  control  of  one  person.  Including,  but  not  limited  to,  a 
holding  company,  no  one  or  more  of  Bui*  Insurere  (other  than  alien  Insurers) 
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coosUtadiig  Bucb  group  or  fleet  of  Insnrers  or  Insurers  under  commoa  maaage- 
ment  or  cwitrol  shall  be  chartered  unless  all  shall  be  so  chartered  or  a  plun  (or 
Bncb  cbartering  is  filed  with  the  Commission  for  its  approval. 

(4)  Any  peraon  ezercistng  or  possessiiig  effective  control  of  a  federally  char- 
tered Insurer  ahall  be  subject  to  the  regulatory  authority  of  the  Commission  In- 
cluding, but  not  limited  to,  its  powers  of  eiamlnatioii  and  audiL 

(5)  No  Insurer  whose  poUcybolders  are  Uable  to  assessment  under  tlie  con- 
tract of  insurance  issued  by  it  shall  be  chartered  under  the  provisions  of  this  Act. 

(b)  No  Federal  charter  shall  be  Issued  in  the  name  of  an  insurer  whose  name 
Is  identical  with  or  so  similar  to  the  name  of  an  insurer  already  licensed  or  an- 
lliorlxed  in  one  or  more  of  the  United  States  as  reasonably  llltely  to  cause  confu- 
aioa  or  be  misleading  or  deceptive  to  policyholders  or  claimants. 

(c)  Nothing  in  this  Act  U  intended,  nor  shall  It  be  deemed,  to  authoriie  any 
insurer  to  engage  in  both  a  life  and  property  and  liability  insurance  busineaa  in 
any  State  which  precludes  an  insurer  from  transacting  both  a  life  and  property 
and  liability  insurance  business. 

<d)<l>  Unless  the  articles  of  organlcatlon  or  other  docnments  or  material 
flled  by  the  appUeant  are  earlier  returned  to  the  ai^licant  by  the  Commission 
because  of  legal  InsufOdency,  the  nature  of  such  lasuffldency  having  been  stated 
in  writing  by  the  Commission,  the  Comml salon  shall,  not  later  than  ninety  days 
following  the  flUng  of  the  a[q>llcation  for  a  Federal  charter,  approve  or  disap- 
prove the  Issuance  of  such  charter,  except,  that  If  a  financial  examination  or  audit 
of  the  applicant  or  any  aflUiated  or  related  person  has  been  commenced  by  the 
Commission  but  has  not  been  completed,  the  Commission  niay  extend  the  jperlod 
for  a  further  period  of  ninety  days. 

(2)  At  any  time  within  the  ninety-day  i>erlod  or  extension  specified  In  para- 
graph (1)  of  this  subsection,  the  Commission  may,  upon  notice  of  not  less  than 
ten  days,  hold  a  hearing  not  less  than  thirty  days  nor  more  than  ninety  days 
after  sucb  notice  Inquiring  inttt  the  financial  condition  of  the  applicant  or  any 
afDliated  or  related  person  or  upon  the  fitness  of  such  applicant  to  receive 
a  Federal  charter,  and  notice  at  such  hearing  shall  stay  the  rtmnlng  of  the 
time  specified  in  paragraph  (1)  of  this  subsection.  Sudi  notice  shall  specify 
the  matters  to  be  considered  and  the  persons  to  be  interrogated  at  such  hearing. 
Failure  of  the  applicant  or  any  affiliated  or  related  person  to  whom  notice 
was  provided  to  appear  at  such  hearing  may  l>e  deemed  to  be  an  abandonment 
of  the  application  for  a  Federal  charter. 

(e)  Upon  Its  approval  of  the  application,  the  Commission  shall  issue  a  chatter 
to  the  insurer  whereupon  the  insurer  shall  have  the  power — 

(1)  toadopt  and  UBeasealorinslgne; 

(2)  to  have  i^erpetnal  succession  until  such  time  as  It  is  dissolved  by 
the  act  of  Ita  stockholders,  poUcybolders,  or  memtters,  or  by  law,  or  until 
such  charter  is  revoked  by  the  Commission ; 

<3)  to  enter  Into  contracts  1 

(4)  to  sue  and  be  sued;  complain,  and  defend,  in  any  court  of  law  or 
equl^; 

(5)  to  elect  or  appoint  directors  or  other  members  of  Its  governing 
body,  to  elect  or  appoint  officers  or  managers  and  to  prescribe  their  duties 
and  eompeosatlon ; 

(6)  to  prescribe  through  Its  governing  body  bylaws  or  other  code  of 
internal  regulation  for  the  conduct  of  Us  Internal  affairs  Including,  but 
not  limited  to,  the  manner  In  which  Its  shares,  or  other  muniments  of 
ownership,  shall  be  transferred.  Its  governing  body  elected  nr  appointed. 
Its  officers  or  managers  elected  nr  appolntPd,  its  property  transferred.  Its 
general  business  conducted,  and  the  privileges  granted  it  by  law  exerdsed 
and  enjoyed ; 

(7)  to  exercise  through  Its  governing  body,  officers,  managers,  or  agents 
all  such  powers  and  authority  as  may  be  necessary  or  appropriate  to  trans- 
acting Its  insurance  business ;  and 

(8)  with  the  approval  of  the  Commission,  to  conduct  any  other  business 
which  Is  complementary  or  Incidental  to  the  Insurance  business  or  the 
functloDB  performed  therein  if  any  such  other  business  is  conducted  subject 
to  any  limitations  the  Oommisslon  may  prescribe  for  the  protection  of 
the  Interests  of  policyholders  of  the  Insurer,  after  taking  Into  account  the 
effect  of  any  such  other  business  on  the  Insurer's  existing  huslnees  and 
Its  surplus,  the  proposed  allocation  of  the  estimated  cost  of  any  such  business 
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and  the  risks  Inherent  In  any  such  business  as  well  as  the  relative  advan- 
tages  to   the   insarer   and   its   poUcfholders   of  conducting   sucb    business 
dire<;tlf  Inetead  of  through  a  subsidiary. 
<f )  Bvery  Insurer  chartered  under  this  Act  and  every  person  affiliated  with 
ot  who  effectively  controls  or  Is  controlled  by  such  insurer  shall  comply  with 
sucb  rules  and  regulations  bb  tbe  GommlHslon  may  prescribe,  and  shall  make 
such  periodic  reiwrts  tn  such  form  and  In  such  detail  as  the  Commission  shall 
prescribe,  and  sball  be  subject  to  examination  or  audit  by  the  Oommlsslon  <v 
Its  delegate. 

COMMENCISO   BttSIRESa 

Sec  203.  (a)  A  federally  chartered  insurer  oiay  commence  and  continue 
transacting  insuraitce  only  If  It  has  a  certificate  under  the  baud  and  seal  of 
the  Commission  certifying — 

(1)  that  its  capital  and  surplus  or  guaranty  fund  has  been  paid  in; 
(2>  that  such  capital  and  surplus  or  guaranty  fund  has  been  invested 
in  such  assets  as  are  permitted  under  this  Act  or  tbe  Commission's  regula- 
tions, or  are  held  In  such  deposits  or  custodial  accounts  as  prescribed  by 
the  Commission ; 

<3)  that  its  reserve  liabilities  meet  tbe  standard  prescribed  by  the 
Commission  under  eection  107 ;  and 

(4)  that  the  contracts  of  insurance  or  suretyship  it  proposes  to  use  are 

In  compliance  witli  tbe  provisions  of  tills  &.ct  and,  with  the  exception  of 

laws  relating  to  rates  or  premiums,  that  such  contracts  are  in  compliance 

with  any  applicable  laws  or  regulations  of  the  State  or  States  where  such 

contracts  are  proposed  to  be  issued. 

(b)   Any  such  certiflcate  issued  by  tlie  Commission  pursuant  to  subsection 

(a)  of  this  section  shall  continue  In  effect  unless  revoked  or  suspended  by  the 

Commfssion. 

APPLIOABIUTY   OF    STATE   I.AW 

>Seo.  204.  <a )  A  federally  chartered  insurer  shall  be  exempt  trom  the  provisions 
of  the  law  of  any  State — 

(1)  which  require  the  establishment  and  maintenance  of  reserves  In  tbe 
business  of  Insurance  done  In  that  State ; 

(2)  which  require  tbe  participation  of  insurers  In  any  State  insolvency 
guaranty  plan  whereby  such  Insurers  are  required  to  assume  obligations  of 
other  insurers  In  tbe  event  of  the  Insolvency  or  other  financial  Impairment 
of  such  other  Insurers ; 

(3)  which  provide  for  the  regulation  of  Investments;  or 

{4)  which  provide  for  the  regulation  or  filing  of  rates  or  premiums  or  of 
classes  of  risks  established  by  insurers  operating  In  that  State,  except  regu- 
lation of  (A)  any  assigned  risk  [dan  or  other  residual  risk  market  mecha- 
nism established  under  State  law,  or  (B)  any  line  of  Insurance  (other  than 
reinsurance)  In  which  the  Commission  determines  that  the  insurer  competes 
principally  for  the  producers'  business  rather  than  tbe  business  of  the  ulti- 
mate consumer. 

(b)  Nothing  in  this  section  may  be  construed  to  deny  to  any  State  the  right  to 
levy  taxes  or  to  require  license  fees  for  federally  chartered  Insurers  transacting 
insurance  within  its  Jurisdiction  except  that  a  federally  chartered  insurer  has 
no  liability  to  any  State  for  a  tax  measured  by  gross  premiums  or  net  premiums 
collected  to  the  extent  that  tlie  amount  of  such  tax  exceeds  or  would  exceed  the 
amount  of  tax  which  would  be  Imposed  on  the  same  amount  of  gross  or  net  pre- 
miums of  tbe  least  taxed  insurer  <other  than  a  nonprofit  medical  or  hospital- 
type  corporation)  doing  the  same  type  of  business  and  organized  under  the  laws 
of  any  State  (other  than  tbe  taxing  State).  Bxcept  as  otherwise  provided  herein, 
a  federally  chartered  loaurer  shall  for  tax  purposes  be  taxed  at  no  higher  rate 
than  a  foreign  Insurer  doing  the  same  type  of  business  In  any  State  in  which  It 
is  authorized  to  do  business. 

(c)  For  the  purpose  of  any  tax  law  enacted  under  authority  of  a  State,  a  fed- 
erally chartered  insurer  ahall  not  be  treated  as  an  Insurer  organized  or  incor- 
porated under  the  law  of  the  enacting  State.  For  tbe  purpose  of  any  other  law 
enacted  under  authority  of  a  State  or  any  law  Miacted  under  authority  of  tbe 
United  States,  a  federally  chartered  Insurer  shall  be  treated  as  an  Insurer  or- 
ganised or  incorporated  under  the  law  of  the  State  in  which  It  baa  Its  principal 
place  of  biudnesa,  as  provided  in  Its  cbartw. 
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INVKfiTlUnTS 

Sea  20S.  (a)  The  porpose  ot  tbis  section  is  to  require  that  funds  of  any  fed- 
erally chartered  Insurer  in  an  amonnt  equal  to  the  earn  of  Its  polltyholder  obli- 
gations and  mlnlmnm  capital  and  suiplns,  or  guaranty  fund  required  by  law, 
xhall  be  inreatpd  in  assets  of  fateKrity  and  stability,  and  to  proride  that  funds 
of  such  insurer  In  excess  of  those  required  to  cover  such  policyholder  obligations 
and  capital  and  aurpius  or  guaranty  fund  may  be  Invested  at  the  discretion  of 
tlie  Insurer,  except  that  such  excess  funds  stiail  not  be  Invested  in  assets  prohib- 
ited by  subsection  <g). 

{b)  As  used  in  this  section,  the  term  "policyholder  obligations"  means  those 
liabilities  of  the  iaanrer  to  Its  policyholders  and  claimants  against  such  pollcy- 
bolders  on  account  of  Inaurance  contracts  lasned  by  It  and  obligations  to  credi- 
tors, and  includes  the  liabilities  required  to  be  Included  In  the  Insurer's  annual 
statement  filed  with  Insurance  regulatory  authorities  of  the  State  in  which  the 
insurer's  principal  place  at  business  Is  located  Including,  but  not  limited  to,  the 
unearned  premium  reserve,  reserve  required  by  applicable  mortality  or  morbid- 
ity tables  prescribed  by  the  Ck>mmlsslon,  and  claim  or  loss  reserves  Including 
reserves  for  Incurred  but  not  reported  losses  and  for  loss  adjustment  exjKnse; 
but  "policyholder  obligations"  does  not  Include  that  portion  of  the  Insnrer's  capi- 
tal and  surplus,  or  guaranty  fund,  in  excess  of  the  minimum  capital  and  surplus, 
or  guaranty  fund,  required  by  law  for  such  Insurer. 

(c)  For  the  purpose  of  covering  its  policyholder  obligations  and  minimum 
capital  and  surplus  or  guaranty  fund,  every  federally  chartered  insurer  shall 
have  and  maintain  Investments  of  the  classes  described  In  this  subsection  to 
the  extent  of  such  policyholder  obligations  and  minimum  capital  and  surplus 
or  guaranty  fond  less  an  amount  equal  to  30  per  centum  of  Its  surplus  as  regards 
policyholders,  bnt  in  no  event  shall  such  Insurer  have  and  maintain  Investments 
of  the  character  described  leas  than  in  an  amount  equal  to  the  sum  of  70  per 
centum  of  such  policyholder  obligations,  other  than  Its  mlnlmnm  capital  and 
tmrplua  or  guaranty  fund,  and  100  per  cmtum  of  the  minimum  required  capital 
and  surplus  or  guaranty  fund,  except  that  the  investments  referred  to  in  this 
subsection  siiall  be  subject  to  the  limitations  provided  by  sutMection  (d),  and 
rlie  Conuntsslon  shall  disallow  any  spedflc  investment  upon  its  finding  that 
such  Investment  does  not  meet  the  standard  of  unquestioned  integrity  and  sta- 
bility for  the  purposes  of  this  subsection  : 

<1)  cash,  cash  funds  and  Interest  accrued  thereon  on  d^MsIt,  or  In  sav- 
ings accounts,  or  under  certificates  of  deposit,  or  in  any  other  form.  In  sol- 
vent banks  or  trust  companies  that  have  qualified  for  the  insurance  protec- 
tion aftorded  by  the  Federal  Deposit  Insurance  Corporation,  but  such  ca^ 
or  cash  funds  shall  not  be  limited  to,  or  by,  the  amount  of  any  such  Insur- 
ance protection ; 

(2)  cash,  cash  funds,  and  Interest  accrued  thereon  on  deposit  or  in  sav- 
ings accounts,  or  under  certificates  of  deposit,  or  In  any  other  form,  in  sol- 
vent building  and  loan  or  savings  and  loan  associations  that  have  qualified 
for  the  Insurance  protection  afforded  by  the  Federal  Deposit  Insurance  Cor- 
poration or  Federal  Savings  and  Ixwa  Insurance  Corporation,  but  such  cash 
or  cash  funds  shall  not  be  limited  to,  or  by,  the  amount  of  any  such  insur- 
ance protection : 

(3)  premiums  la  the  course  of  collecting,  including  due  and  deferred 
premiums  in  the  course  of  collection  from  agencies  or  general  agencies  ef- 
fectively owned  or  controlled  by,  or  owning  or  controlling  the  insurer,  not 
more  tlian  ninety  days  past  due.  less  commissions  payable  thereon,  and 
installnient  premiums  to  the  extent  of  the  unearned  premium  reserve  car- 
ried on  the  policies  to  which  such  premiums  apply,  lens  commissions  payable 
thereon :  Provided,  That  premium  balances  not  more  than  ninety  days  past 
due  that  are  due  from  agencies  effectively  owned  or  controlled  by,  or  ef- 
fectively owning  or  controlling  the  Insurer,  may  be  deemed  assets  of  the  In- 
surer only  to  the  extent  that  such  balancefl  due  from  tlie  agency  or  general 
agency  are  represented  by  assets  of  the  kind  described  in  the  subsection 
subject  to  the  limitations  mentioned  in  snbsectlon  (d)  ; 

(4)  reinsurance  recoverables  not  more  than  ninety  days  past  due  from 
solvent  reinsurers.  Including  depONits  made  with  assuming  rcinKurers  or  lielil 
by  ceding  insurers  under  reinsurance  agreements  but  only  to  the  extent  that 
Hucb  depontts  are  availaUe  as  offsets  against  liabilities  under  such  reinsur- 
ance agreementa ; 
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<6)  bonds,  aotes,  warrants,  and  otber  securities  wbtch  arc  tbe  direct 
obligatloaa  of  tbe  United  States  or  for  wblcb  the  full  faitb  and  credit  of  tbe 
United  States  is  pledged  for  the  payment  of  principal  and  interest ; 

(6)  obtlgations  or  stock,  wbere  stated,  of  tbe  following  agencies  or  in- 
atriimentalltlea  of  tbe  United  States,  whether  or  not  sncb  obligations  are 
guaranteed  by  the  Govenmient : 

(A)  Commodity  Credit  Corporation; 

(B)  Federal  intermediate  credit  banks;' 

(C)  Federal  land  banks; 

(D)  C«ntra]  Bank  for  Cooperatives; 

(E)  Federal  borne  loan  banks  and  stocic  thereof; 

(F)  Federal  National  Mortgage  Aasoclstion,  and  stock  thereof  when 
acquired  In  connection  with  sale  of  mortgage  loans  to  the  Association ; 

(G)  Government  National  Mortgage  Association  ;  and 

<H)  otber  agencies  or  Instrumentalities  of  the  United  States  as  ap- 
proved by  tbe  Commission  from  time  to  time ; 

<7)  bonds,  notes,  warrants,  and  other  securities  which  are  the  direct  ol)- 
llgations  of  any  State  or  territory  of  the  United  States  or  of  the  District  of 
Columbia,  or  for  which  the  full  faith  and  credit  of  sucb  State,  territory,  or 
District  bas  been  pledged  for  tbe  payment  of  principal  and  interest ; 

(8)  bonds,  notes,  warrants,  and  otiier  securities  that  are  valid  and  legaQy 
authorized  obligations  issued,  assumed,  or  guaranteed  by  any  county,  city, 
town,  municipality,  or  district  of  any  State  or  territory  of  the  United  States, 
or  hy  any  political  subdivision  thereof,  or  by  any  civli  division  or  public  in- 
strumentality of  the  United  States,  any  State  or  territory  of  the  United 
States,  or  any  county,  city,  town,  or  district  of  any  such  State  or  territory, 
If  by  statutory  or  other  l^al  requirements  applicable  thereto,  such  ohli- 
gaitlons  are  payable,  both  as  to  principal  and  interest,  from  taies  levied,  or 
required  by  law  to  be  levied,  upon  all  taxable  property  or  taxable  Income 
ndthin  jurisdiction  of  sucb  governmental  unit,  or  from  special  revenues 
pledged  or  otherwise  appropriated  or  by  law  required  to  be  appropriated  for 
tbe  purpose  of  such  payment,  but  not  including  any  obligations  payable 
solely  out  of  special  assesBments  on  properties  beneSted  by  local  Improve- 
ments :  Provided.  That  obligations  payable  out  of  special  revenues  piedt^ 
or  otherwise  appropriated  or  required  hy  law  to  be  appropriated  for  the 
purpose  of  such  payment,  shall  be  eligible  (or  purposes  of  this  section  only  If 
such  obligations  are  eligible  for  amortization  In  accordance  with  standards 
promulgated  In  rules  or  r^ulatlons  issued  by  tbe  CommlasloQ ; 

(&)  bonds,  notes,  warrants,  or  other  securities  of  the  Dominion  of  Canada, 
or  of  any  Province  thereof ; 

(10)  bonds,  notes,  or  debentures  of  solvent  corporations  existing  under 
the  laws  of  the  United  States  or  any  State  or  territory  thereof,  the  District 
of  Columbia.  Canada,  or  any  Province  thereof.  If  such  obligations  meet 
such  standards  of  int^rity  and  stability  as  the  Commission  may  from  time 
to  time  prescritie ; 

(11)  preferred  or  guaranteed  stocks  or  shares,  other  than  commfm  stocks. 
of  solvent  institutions  existing  under  the  laws  of  the  United  States  or  of 
any  State,  or  territory  thereof,  or  of  the  District  of  Caiumbla.  if  snch  obli- 
gations meet  such  standards  of  unquestioned  Integrity  and  stability  as  the 
Commission  may  from  time  to  time  prescribe ; 

(12)  if  a  life  Insurer,  as  loans  to  policyholders  upon  pledge  of  the  policy  as 
collateral  security,  amounts  not  exceeding  the  cash  surrender  values  of  such 
policies ; 

(13)  If  a  life  Insurer,  bonds  or  evidences  of  debt  secured  by  first  mortgages 
or  deeds  ot  trust  on  Improved  unencumbered  real  property  or  the  equity  of 
the  seller  of  any  such  property  In  tbe  contract  for  a  deed  covering  the  en- 
tire balance  due  on  a  bona  fide  sale  of  such  property  located  In  the  United 
States  or  any  State  or  territory  thereof  or  the  District  of  Columbia ;  but  no 
such  mortgage  loan  or  Investment  In  the  equity  of  the  seller  in  the  contract 
for  deed  shall  exceed  In  amount  art:  tbe  time  of  acqnisltlon  T6  per  centum 
of  the  fair  market  value  of  the  property.  Real  estate  shall  not  be  deemed 
to  t>e  encumbered  within  the  meaning  of  this  paragraph  (13)  by  reason  of 
the  existence  of  taxes  or  assessments  which  are  not  delinquent.  Instruments 
creating  or  reserving  mineral,  oil,  or  timber  rights,  rights-of-ways.  Joint 
driveways,  sewer  rights,  rights  in  walls,  nor  by  reason  of  building  restrlc- 
tlone  or  other  restiictlve  ^venaats,  nor  when  sucb  real  estate  la  mibject 
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to  lease  In  whole  or  In  part  wbereby  rents  or  profits  are  reserved  to  the 
owner  If  In  any  evmt  the  security  lor  the  loan  or  Investment  la  a  flrat  Hen 
upon  the  real  estate;  Prwtded,  however,  That  the  value  ot  any  mineral,  oil, 
timber,  or  similar  right  so  reserved  sliall  not  be  Included  in  the  fair  market 
valne  of  the  property ; 

(14)  if  a  life  Insurer,  bonds  or  notes  seenreij  by  mortgage  or  trust  deed 
gnaranteed  or  insured  as  to  princfpa!  In  whole  or  In  part  under  chapter  37 
of  title  38,  United  States  Code,  or  bonds  or  notes  setTured  by  mortgage  or 
trust  deed  guaranteed  or  Insured  under  the  Natimial  Housing  Act ;  and 

(15)  common  stocks  of  any  solvent  corporatloD  incorporated  under  the 
laws  of  the  United  States  or  any  State  or  territory  thereof  or  the  District  of 
Colnmhla  or  the  DomlolMi  of  Canada  or  any  Province  thereof,  if  t^e  stocks 
of  Budi  corporatlim  are  listed  or  admitted  to  trading  on  a  national  securities 
exchange  located  in  the  United  Statee  and  registered  pursuant  to  section  6 
and  19  of  the  Secnritica  Exchange  Act  of  1B34. 

(d)  Invesbnents  made  by  federally  chartered  Insurers  for  the  purpose  of  cov- 
ering their  poUcyhtddM"  obligations  and  their  mliUmum  capital  and  surplus  or 
Kuaranty  fund  provided  by  law,  as  provided  fn  subsection  (c),  are,  with  respect 
to  mteti  parpose  oidy,  subject  to  the  following  Ilmltatttms ; 

(1)  None  of  the  securities  mentioned  in  subdivision  (c)  shall  be  eligible  for 
the  purposes  of  that  subsection  if,  within  the  five  years  immedlatrfy  preced- 
ing, the  otiligor  rtiall  have  defaulted  In  the  payment  of  principal  or  Interest  on 
any  of  its  bonds,  warrants,  or  other  securltlas. 

(2)  In  respect  to  Investments  of  the  kind  described  in  paragraiA  (S)  of 
subsection  (c)  not  more  than  an  amount  equal  to  10  per  centum  of  the  In- 
surer's policy  hinders'  obligations  shall  be  invested  In  the  securiUee  of  any  one 
such  county,  city,  town,  village,  municipality,  or  district  of  euch  State  or  ter- 
ritory of  the  United  States  or  of  any  pcditlcal  subdivision  thereof,  or  of  any 
such  dvil  division  or  public  Instrumentality. 

(3)  Investments  of  the  kind  described  In  paragraidi  (9)  of  subsection  (c) 
shallnotexceedanamountequal  toSper  centum  of  thelnanrer'spollcyholder 
obligations. 

(4)  Investments  of  the  kind  described  in  paragraph  (10)  of  subsection 
(c)  shall  not  exceed  an  amount  equal  to  40  per  centum  of  the  Insurer's  policy- 
holder obligations,  nor  shall  more  than  an  amount  equal  to  6  perccntum  of  the 
insurer'a  policyholder  obligations  be  invested  In  any  one  such  Investment. 

(5)  Investments  of  the  kind  described  In  paragraph  (11)  of  subsection  (c) 
shall  not  eieeed  an  amount  equal  to  10  percentum  of  the  insurer's  policy- 
holder obligationH. 

(6)  Investments  of  the  kinds  described  in  paragraphs  (13)  and  (14)  of 
subsection  (c)  shall  not  eiceed  in  the  aggregate  an  amount  equal  to  40  per- 
centum of  the  lUBUrcr's  policyholder  obligations,  nor,  with  respect  to  invest- 
ments under  any  of  such  paragraiAs  shall  more  than  an  amount  equal  to 
^  per  centum  of  the  Insurer's  policyholder  obligations  be  invested  In  any  one 
such  investment  or  in  any  one  project,  subdivision,  or  neries  of  related  trans- 
actiiKis  thereunder  as  determined  b;  Uie  Commission. 

(7)  Investments  of  the  kind  described  in  paragraidi  llli)  of  subsection  (c) 
shall  not  exceed  an  amount  equal  to  10  per  centum  of  the  insurer's  policy- 
holder obligations. 

(8)  For  the  purposes  of  the  limitations  contained  in  this  subsection  id). 
the  property  and  securities  enumerated  in  subsection  (c)  shall  be  valued  at 
market  value  or  at  cost,  less  depredation  except  that  the  Commission  may,  by 
regnlarion,  authorize  valuation  of  securities  in  accordance  with  stated  values 
established  for  such  securities  in  writing  or  as  published  by  the  Committee  on 
ValuatloD  of  Securities  of  the  National  Association  of  Insurance 
ComuUssioners. 

(e)  A  federally  chartered  insurer  owning  not  less  than  80  iter  centum  of  all 
classes  of  the  outstanding  stock  of  one  or  more  federally  chartei-ed  Insurers  may. 
for  the  purpose  of  complying  with  subsection  fc)  of  this  section,  as  limited  by  sub- 
section (d|,  so  comply  on  the  basis  of  a  consolidated  statement. 

(f)  Any  federally  chartered  insurer  not  in  compliance  with  the  requirements 
impo^>ed  by  this  section  shall  within  a  reasonable  time,  not  to  exceed  thirty  days, 
notify  the  Commisstou  ot  that  fact.  Upon  being  so  notified,  or  upon  otherwise  de- 
termining such  fact,  the  Commission  shall  forthwith  order  the  federally  char- 
tered insurer  to  make  good  the  deddency  within  thirty  days,  and  it  shall  upon  a 
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failure  of  anch  Insurer  to  make  good  th«  deDdeucy  within  that  period,  revere  or 
euBpend  Uie  Federal  charter  of  such  insnrer  until  t^e  deficiency  haa  been  made 
good :  Provided,  however.  That  If  £ndi  ntmcompllance  Involuntarily  reeulta  from 
the  acquisition  of  the  property  or  security  through  foreclosure  or  otherwise  re- 
sults from  a  default  In  a  loan  or  other  obligation  and  eucji  acQuisltion  was  ren- 
dered necessary  in  order  to  protect  the  iDvestmeut  or  avoid  greater  loss,  the  Com- 
mission may  further  extend  mu^  period  if  the  federally  chartered  insurer  estab- 
lishes that  such  extension  Is  ueceseary,  that  It  will  not  unduly  prejudice  t2ie 
policyholders,  and  that  the  insurer  has,  in  good  faith,  entered  upon  a  course  of 
action  calculated  to  terminate  such  noocomiri lance  on  or  before  the  expiration  of 
anch  extended  period. 

(g)  Notwithstanding  any  other  provisltHi  of  this  section,  no  federally  chartered 
insurer  shall  Invest  any  of  Its  funds  In  or  l^id  any  of  its  fnnde  apon  the  secnrity 
of— 

(1)  Issued  shares  of  its  own  cai^tat  stock  except  with  the  written  permia- 
slOD  of  the  Commlaslmi  which  may  be  granted  at  Its  discretion  where  the  pur- 
pose of  such  acquis! tlmi  is  in  connection  with  a  lawful  plan  for  mutualisatton 
of  the  insurer  or  In  furtherance  of  a  retirement,  pension,  or  Incentive  program 
for  offlcerH  or  employees  of  the  insurer,  whidi  plan  has  beat  approved  by  the 
stockholders,  or  if  such  acquisition  is  ^own  otiierwise  to  be  for  the  benefit 
of  all  stockholders;  but  in  no  event  ahall  midi  ^aree  bo  acquired  be  admis- 
sible as  an  asset  covering  policyholder  obligations ; 

(2)  securities  Issued  by  a  corporation  which  is  inscdvent  at  the  time  of  the 
proposed  Investment  except  with  the  writtmi  consent  of  the  Commission  pur- 
suant to  its  <Ietermi nation  that  such  proposed  acquisition  is  pursuant  to  a 
reorganization  or  rearrangement  in  bankruptcy  or  some  smiiar  proceeding 
or  that  such  acquisition  will  not  be  prejudicial  to  stockholders,  policyboiders. 
or  creditors,  but  no  such  securities  shall  be  used  to  cover  policyholder 
obligations ; 

(3)  securities  which  will  subject  the  insurer  to  any  assessment  other  than 
for  taxes  or  wages ;  or 

(4)  any  Investment  or  security  which  Is  found  by  the  Commission  to  be 
designed  to  evade  any  prohibition  of  this  subsection. 

(h)  The  assets  enumerated  in  subsection  (c)  and  other  assets  not  prohibited 
under  subsectioo  (g)  nor  required  to  be  scheduled  as  nonadmitted  assets  In  any 
annual  statement  form  as  prescribed  from  time  to  time  by  the  Commission,  sball 
be  deemed  admitted  assets  for  purposes  of  determining  the  solvency  or  solidity  of 
the  federally  chartered  Insurer  or  any  applicant  (or  a  Federal  charter,  and  all 
such  assets  shall  he  valued  In  accordance  with  the  standards  prescribed  In 
paragraph  (8)  of  subsection  (d). 

RBHABxa  OP  Sbhatok  Bbooke  os  Irtbo»uctiok  of  8.  1710 
[Reprinted  from  tb«CoDrt«MionaIBeconI,Jnne  19, 19TT1 

Hy  Mr.  Bbooke  : 

S.  1710.  A  bill  to  authorize  the  Issuance  of  charters  or  carrying  on  the  business 
of  Insurance,  to  provide  for  the  guarantee  of  the  insurance  obligations,  and  for 
other  purposes :  to  the  Committee  on  Banking.  Housing  and  Uri)an  Affairs. 

Mr.  Bbooke.  Mr.  President,  on  October  1,  1076.  the  day  of  sine  die  adjournment 
of  the  »4th  Congress,  I  Introduced  S.  3884,  titled  the  Federal  Insurance  Act  of 
1976.  At  that  time.  I  stated  that  I  was  Introducing  the  bill  so  that  It  would  be 
In  the  public  domain,  available  for  discussion  and  comment  by  those  who  are 
interested  in  the  fotnre  of  our  Insurance  Industry. 

The  bill  wSH  not  offered  as  a  definitive  piece,  but  as  a  working  document  to  be 
studied  and  criticized.  And  I  continue  to  view  the  concepts  which  are  included  in 
the  bill  I  am  introducing  today  in  the  same  way. 

Since  I  introdnced  8.  3884.  I  have  had  an  oooortunltv  to  meet  with  a  number 
of  insurance  executives,  insurance  agents,  and  some  State  regulators.  And  the 
diacussions  which  T  have  had  with  them  have  led  me  to  modify  the  provisions  of 
8.  3884.  No  doubt  this  legislation  will  be  further  modified  as  comments  are  re- 
ceived on  the  version  of  tbe  bill  which  I  introduce  today. 

The  bill  grew  out  of  my  concern  about  the  financial  condition  of  the  oronerty 
casualty  insurance  business.  In  1974  and  1975,  pronerty  casualty  companies 
experienced  the  2  worst  years  in  their  history,  with  combined  underwriting 
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loeaes  totaling  9T  billion  for  the  2  ream.  And  there  was  considerable  concern  at 
that  time  that  one  or  more  major  insurance  companlee  would  be  declared  insolvent 
A  rear  ago  newspaper  headlines  were  speculating  on  the  possibility  of  the  failure 
of  tbe  Government  Employees  Insurance  Co. — GBICO — and  the  effect  of  such  a 
failure  on  the  policyholders  of  that  company.  Tbe  New  York  Times  on  June  11 
of  last  year  reported  that — 

Tbe  consMMOs  Is  that  tbe  already  strained  (gnaranty  fund)  pools  could  not 
handle  tbe  intense  claim  activity  of  a  OBI  CO  portfolio. 

The  weakened  financial  condition  of  the  property  cnsnalty  Industry  and  the 
possfblUty  of  a  major  company  failure  prompted  me  to  consider  what  steps  might 
be  taken  to  Insure  protection  for  policyholders  and  to  Improve  the  quality  of 
ti-mlatlon  for  solvency. 

Since  last  year  tbe  outlook  for  the  property  casualty  industry  has  Improved. 
PrelimUiary  flgnres  for  1876  indicate  that  nnderwrlting  losses  have  declined  to 
a  level  of  tZ2  billion,  and  the  GBICO  situation  appears  to  have  been  turned 
around.  But  the  mere  fact  that  $2.2  billion  In  underwriting  losses  can  be  regarded 
as  an  Improvemwt  shows  bow  deeply  troubled  the  property  casualty  industry 
has  been,  and  atlil  is.  Of  course,  I  hope  that  the  worst  Is  over  and  that  the 
industry  will  make  a  strong  recovery.  But  the  trauma  of  the  last  few  years  has 
brought  home  to  me  the  need  to  Improve  the  protections  available  to  Insurance 
policyholders  before  the  nest  brush  with  disaster. 

The  May  2S.  19T7,  Issue  of  the  Washington  Post  carries  a  story  «itlt1ed,  "How 
an  Insolvent  Firm  Keeps  Selling  Insurance."  I  am  submitting  this  article  for 
indoston  in  the  Record  following  the  text  of  the  bill  which  I  Introduce  today. 
Tbe  facts  which  this  article  narrates,  I  believe,  provide  further  evidence  of  the 
need  to  abrade  the  quality  of  solvency  regulation  In  the  insurance  industry. 

Presently,  the  policyholder  obligations  of  insurance  companies  are  protected  by 
a  system  of  State  insurance  guaranty  funds  which  were  set  up  In  the  late  1960'8 
and  early  1970'b,  after  a  spate  of  insurance  company  bankruptcies  left  Insurance 
companies  without  insurance  protection.  These  guaranty  funds  are  designed 
to  provide  for  the  payment  of  claims  against  covered  Individuals  when  their 
insurer  falls,  and  since  1969  these  funds  have  disbursed  about  $104  million  In 
106  InsuraDce  company  insolvendee.  However,  the  funds  have  yet  to  face  the 
collapse  of  a  major  Insurer,  and  most  knowledgeable  observers  question 
their  ability  to  do  so.  Furthermore,  while  46  States  have  guaranty  funds  to 
protect  against  the  failure  of  property  casualty  companies,  only  18  States 
presently  offer  guaranty  fund  protection  against  a  life  Insurance  company 
insolvency. 

Since  each  State  runs  Its  own  guaranty  fund,  the  effort  to  prevent  or  control 
insolvencies  is  fragmented  and  ineffective.  Uniform  standards  for  guaranty 
status  have  not  been  developed  by  the  States,  and  tlie  prospect  of  a  number  of 
Stales  scrambling  to  secure  control  of  the  assets  of  a  failed  Insurer  to  meet  policy- 
holder obligations  within  their  JutradlcClons  does  not  present  a  pretty  picture. 

Assessments  to  pay  for  insolvencies  are  made  after  the  fact,  and  they  are 
levied  at  a  time  when  many  companies  have  troubles  of  their  own,  which  may 
be  aggravated  by  the  necessity  of  paying  an  assessment,  thus  posing  the  threat 
of  a  domino  effect.  This  threat  Is  somewhat  mitigated  by  the  fact  that  assessments 
are  limited  by  statute  to  about  1  percent  of  a  company's  premium  volume  in 
alwut  half  the  States  and  2  percent  In  the  rest,  but  this  very  limitation  means 
that  meet  funds  would  not  be  able  to  deal  wltli  a  major  failure  or  multiple 
failures  in  a  timely  fashion. 

Where  State  guaranty  funds  hare  been  operated  on  a  "ppeasscssment"  basis. 
they  have  proven  to  be  subject  to  the  whims  of  the  State  legislature.  New  York 
State's  fund  amassed  S240  million  through  assessments  and  Interest  income. 
However,  to  help  alleviate  New  York  State's  fiscal  crisis,  the  New  York  State 
Property  and  Liability  Insurance  Security  Fund  switched  more  than  $200 
million  from  bank  certificates  of  deposit  and  Federal  Government  securities 
into  New  York  State  obligations.  Thus,  the  New  York  State  fund  was  illiquid  Just 
at  the  time  when  it  was  most  likely  to  be  called  upon  to  deal  with  an  insurance 
company  insolvency. 

These  and  other  weaknesses  in  our  present  system  for  dealing  witli  insiirance 
company  Insolvencies  have  convinced  me  that  it  would  be  desirable  to  create  an 
alternative  system  of  regulation  for  solvency  purposes. 

The  bill  which  I  introduce  today  would  seek  to  improve  the  quality  of  insurance 
company  regulation  by  providing  for  an  alternative  system  of  Federal  regulation 
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Himllar  to  the  Federal  regulatory  alteraaUve  presently  available  to  banks  and 
saTtngs  and  loan  associations  under  what  bas  come  to  be  known  as  the  "dual 
banking  sjstem."  I  believe  that  the  existence  of  such  a  system  of  altematlTe 
regulation  would  provide  a  check  against  both  Inadequate  regulation  and  over- 
regulation  at  either  the  State  level  or  the  Federal  level. 

The  trill  consists  of  two  titles.  Title  I  would  create  a  Federal  Insurance  guar- 
anty program  similar  in  concept  to  the  Federal  Deposit  Insurance  prt^ram 
available  In  the  banking  Held.  Title  II  provides  a  Federal  cbarteriug  alternative 
for  insurance  companies  similar  to  the  Federal  chartering  alternative  presently 
available  to  banks  and  savings  and  loan  aasodatlfms  under  the  dual  banking 

TITLB   I — TEDEEAI,   INSTTBANCE   OnAaAHTT   PBOGKAll 

Section  101  of  the  bill  would  establish  a  Federal  Insurance  Commission  which 
would  be  an  Independent  agency  In  the  executive  branch  of  the  Federal  Govern- 
ment and  would  be  charged  with  the  administration  of  bot^  the  Federal  Insur- 
ance guaranty  program  described  In  title  I  and  the  Federal  chartering  alternative 
described  in  title  II.  The  Commission  would  consist  of  three  members  appointed 
by  the  President  and  confirmed  by  the  Senate,  and  each  member  would  serve  for 
a  term  of  6  years.  The  Chairman  would  be  designated  by  the  President,  and 
executive  autbority  within  tbe  Commlssfon  would  be  vested  In  the  Chairman. 

All  of  the  functions  presently  administered  by  the  Federal  Insurance  Admin- 
istrator at  the  I>epartmeiit  of  Housing  and  Urban  Development  would  be 
transferred  to  the  Commission,  and  the  ConuniBsion  would  be  vested  with  mle- 
maklng  and  otber  powers  necessary  to  carry  out  Its  i«sponsibllItleB. 

Section  101  would  also  create  an  advisory  committee  to  the  Federal  Insurance 
Commission  which  would  consist  of  consumer  and  Industry  representattvea.  as 
well  as  representatives  of  State  regulatory  agencies  and  representatives  of  the 
Treasury  Department  and  the  Department  of  Housing  and  Urban  Development. 

Section  102  would  create  a  Federal  Insnranee  Guaranty  Fund  which  would 
consist  Of  fees  paid  by  Insnrance  companies  whose  obligations  are  guaranteed 
by  the  Federal  Insurance  Commission.  This  fund  would  be  authorized  to  borrow 
from  the  Secretary  of  the  Treasury  such  amounts  as  are  necessary  to  cover 
losses  which  might  arise  during  the  early  years  of  operation  of  the  fund  or  in  a 
crisis  situation.  However,  the  fund  Is  expected  to  operate  on  a  self-sustaining 
basis,  and  moneys  borrowed  from  the  Treasury  would  have  to  be  repaid.  An 
annual  fee  of  not  to  exceed  one-fourtb  of  1  percent  per  year  would  be  assessed 
against  federally  guaranteed  Insurers. 

Under  section  103,  tbe  Federal  Insurance  Commission  would  be  authorised 
to  issne  a  Federal  guaranty  certificate  to  any  Insurer,  whether  State-chartered 
or  federally-chartered,  which  meets  such  flnanclal  and  other  requirements  as  the 
Commission  may  prescribe.  The  Commission  may  for  cause  deny  a  Federal  guar- 
anty certificate  to  an  applicant  or  may  revoke  or  suspend  such  certificate,  but  In 
taking  such  action,  the  Commission  would  be  required  to  issue  a  written  order 
specifying  the  factual  conclusions  and  legal  authority  on  which  its  action  is  based. 

Section  103  also  provides  that  investments  of  a  federally-guaranteed  insurer, 
other  than  a  federally-chartered  insurer,  would  be  regulated  in  general  by  the 
laws  and  regulations  of  the  insurer's  State  of  domicile,  unless  the  Commission 
finds  that  such  laws  or  regulations  fall  to  require  the  minimal  protections  neces- 
sary for  the  Federal  Insurance  Fund,  in  which  case  the  Commlaalon  may  issue 
an  order  requiring  that  the  Insurer  bring  its  Investments  in  compliance  with  the 
standards  established  by  tbe  Commission. 

A  federally-guaranteed  Insurer  would,  under  the  provisions  of  section  103,  be 
exempt  from  State  Insurance  guaranty  fund  assessments. 

Section  104  provides  that  whenever  a  federalLv-guaranteed  Insurer  Is  ad- 
judicated to  be  insolvent,  the  Federal  Insurance  Commission  shall  satisfy  all 
guaranteed  obligations.  A  "guaranteed  obligation"  Is  defined  as:  First,  an 
jjisurance  obligation  to  a  policyhol^r,  a  claimant  of  an  insured,  or  an  assignee 
of  any  of  tbem,  within  the  coverage  of  a  policy  guaranteed  In  accordance  with 
the  bill ;  or  second,  thf*  right  of  a  policyholder,  an  insured,  or  the  assignee  of 
either  of  them,  for  returns  of  premium  due  as  the  result  of  termination  of  a 
pnllcy  guaranteed  In  acrmrdance  with  the  provisions  of  the  bill  by  reason  of 
an  insolvency  arising  while  the  insurer  Is  a  federally-guaranteed  Insurer. 

Section  106  prescribes  procedures  available  to  the  Commission  to  avoid  de- 
ficit or  to  facilitate  tbe  merger  or  consolidation  of  a  federally-guaranteed 
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Section  106  deacribes  tbe  proceiuna  aTBltabI«  to  the  CommiBBlon  for  tbe 
rebabllitation,  peorganization,  or  dissolation  of  a  federall}>-Kiiar&ntee4  Inanrer. 
Tbe  ConunlSBion  may,  after  tiotlce  to  the  federally-guaranteed  insurer,  apply 
to  the  appnvriate  U.S.  diatrlct  conrt  for  the  appointment  of  a  receiver  to 
admlnlBter  the  alfiUrs  of  an  Insurer  nihlch  is  either  nnable,  or  reasonably  likely 
to  become  nnable,  to  fnlflll  Its  obllgatlona  when  due. 

Any  receiver  appointed  wonld  be  subject  to  the  same  duties  as  a  trustee 
under  section  47  of  the  Bankruptcy  Act  and  would  conduct  the  Insurance  com- 
pany's affairs  conalstent  with  the  provisions  applicable  to  a  proceeding  of 
chapter  X  of  the  Bankmpb?  Act 

Section  107  deacrlbee  the  regnlatory  authority  of  the  Commlsston,  Including 
authority  to  establish  an  "early  warning  system"  to  help  prevent  Insolvencies. 
Such  an  "early  warning  system"  could  l>e  developed  either  by  the  Conunlsaloii 
Itself  or  by  the  GDuunlsaion  In  cooperation  with  State  regulatory  authorities 
and  trade  assodationB. 

Section  107  further  provides  that  It  wonld  be  unlawful  for  any  federally- 
diartered  insurer  to  refuse  to  insure  any  Individual  or  group  of  Individuals 
•olely  because  of  age,  sex.  race,  religion,  or  national  origin,  and  to  classify 
or  cbame  a  rate  or  premium  to  such  Individual  or  group  of  individuals  with  the 
putpose  or  effect  or  unfairly  discriminating  against  them. 

Section  108  sets  forth  the  supervisory  authority  of  the  Federal  Insurance 
ConunisBlon  over  federally -guaranteed  companies.  The  powera  given  to  tbe 
Federal  Insurance  CommisBloD  under  this  section  era  parallel  to  the  authorities 
granted  to  the  Federal  Deposit  Insurance  Corporation  in  Its  supervision  of 
federally -Insured  banks. 

Section  10&  prorides  that  the  Commission  shall  not  adopt  any  rule  or  regula- 
tion or  exerdae  its  authority  In  sueh  a  manner  as  to  Impose  a  burden  on  com- 
petition not  neceasary  or  appropriate  In  the  furtherance  of  the  purposes  of  the 
UlL  and  that  the  Conuniaelon  shall  In  all  cases  adopt  the  least  anticompetitive 
alternative  to  protecting  policyholders  and  the  public  Interest  With  respect 
to  federally-<^rtered  Insurera,  this  section  makes  clear  that  the  Federal  antl- 
traafr  lawa  wonld  be  applicable  to  them.  Of  course,  the  bill  does  not  amend  the 
UcCarran-Fergnson  Act,  and  State-chartered,  federally-guaranteed  companies 
would  tii»(nfi>i  ttaeir  current  poetnre  vis-a-vlB  of  the  Federal  antitmst  laws. 

Tmxn — TEDEau.oHABTKiHaoFi]TauKAi<OECouPAniBs 

Section  201  anthoriaes  the  Federal  Insurance  Commtsrion  to  Issue  a  charter 
to  any  stocks,  mutual,  or  reciprocal  Insurer,  reinsurer,  or  surety,  the  U.S.  Branch 
of  Alien  Insurer  or  Surety,  or  any  other  alien  Insurer  or  surety  maintaining  In 
the  United  States  at  all  ttmes  tniat  funds  of  not  less  than  ?60  million,  or  such 
leaser  amount  as  may  be  approved  by  the  Commission. 

UptHi  the  Issuance  of  a  Federal  charter,  the  Stat^  charter  or  similar  authority 
of  an  Insurer  which  Is  converting  to  a  Federal  charter  will  I*  preempted  and 
terminated,  except  that  any  such  Insurer  Bball  be  deemed,  to  continue  Its  corporate 
or  other  existence  for  all  purposes  of  Federal  and  State  law. 

A  federally-chartered  Insurer  shall  be  deemed  to  be  authorized  to  do  business 
In  any  State,  except  that  the  appropriate  regulatory  authority  of  any  State 
may,  for  cause  and  upon  a  showing  to  the  satisfaction  of  the  Federal  Insurance 
Commission  that  such  action  is  necessary  or  justified,  revoke  the  authority  of  tbe 
federally-chartered  Insurer  to  do  business  in  that  State. 

Tbe  Insurance  obligations  of  all  fed-  •  •  •  federally-chartered  insurer  may 
elect  to  "  "  •  anteed  in  accordance  with  the  provisions  of  title  I. 

Section  201  further  provides  that  a  federally-chartered  insurer  may  elect  to 
surrender  its  federal  charter  and  return  to  a  State-chartered  status. 

Except  as  otherwise  speclflcally  provided,  a  federally -chartered  insurer  shall 
have  the  powers  of  a  business  corporation  chartered  in  the  District  of  Columbia 
under  the  District  of  Columbia  Business  Corporation  Act. 

Section  202  sets  forth  the  procedure  for  organiaation  nt  a  federally-cliHrtered 
Insurer.  It  States  that  in  the  case  of  a  group  or  fleet  of  insurera  under  common 
management  or  subject  to  the  effective  control  of  one  person,  no  one  or  more 
Of  the  Insurers  which  are  part  of  such  group  or  Beet  shall  be  federally  chartered 
unless  all  ara  federally  chartered. 

Section  203  sets  forth  the  conditions  under  which  a  federal  1y-ch a rtered  Insurer 
may  commence  doing  buslnees. 


DigiLizedbyGoOglc 


Section  204  provides  that  a  federally-chartered  Insurer  sbaU  be  exempt  from 
tile  provisions  of  any  State  law. 

Flreit.  which  requires  the  establishment  and  maintenance  ot  reserves ; 

Second,  which  requires  participation  In  a  State  insolvency  guaranty  plan; 

Third,  which  provides  for  the  regulation  of  Inveetmeotit ;  Bnd 

Fourth,  which  provides  for  the  regulation  or  flziuK  of  rates  or  premiums,  or 
at  classes  of  risks,  except  In  tbe  case  of  an  as»lgned  risk  plan  or  other  resldiMl 
market  mechanism  or  In  the  case  of  any  line  of  Insurance  In  wlilch  tbe  Federal 
Insurance  Commission  determines  that  tbe  Insurer  competes  principally  for  tlte 
producer's  business  rather  than  the  business  of  the  ultimate  consumer. 

Section  201  makes  clear  that  States  may  continue  to  levy  taxes  on  federally- 
cbartered  insurers  transacting  busdness  within  their  Jurisdictions  but  provides 
that  federally-chartered  insurers  would  exceed  the  amount  of  tax  which  would 
be  imposed  on  the  leaat  taxed  insurer  doluR  the  same  type  of  business  and  or- 
ganized under  the  laws  o*  any  State  other  than  the  taxing  State. 

Section  204  also  provides,  for  the  purpose  of  any  tax  taw  enacted  und^  the 
autborlty  of  a  State,  that  a  federally-chartered  insurer  shall  not  be  treated  as 
an  insurer  organized  or  IncoriMrated  under  the  law  of  the  enacting  State.  Tbns, 
a  federally-cbartered  Insurer  would  be  exempt  from  State  retaliatory  taxes. 
However,  for  tbe  purposes  of  any  other  law  enacted  under  the  anttunlty  of  a 
State  or  t^  Undted  States,  a  federally-chartered  Insurer  would  be  treated  as 
an  Insurer  organized  or  incorporated  under  the  laws  of  the  State  In  wbich  its 
principal  place  of  business  is  located. 

Section  206  sets  Fortb  the  Investment  criteria  for  federally -chartered  insurers. 
The  objective  of  this  section  Is  to  require  that  a  federally-chartered  insurer  Invest 
funds  in  an  amount  equal  to  tbe  sum  of  lbs  policyholder  obligations  and  minimum 
capital  and  surplus,  or  guaranty  fund  required  by  law.  in  assets  of  Integrity  and 
stability.  With  reelect  to  amounts  atmve  its  policyholder  obligations  and  mini- 
mum capital  and  suridus,  or  guaranty  fund  required  by  law.  the  Insurer  Is  free 
to  invest  such  funds  at  its  own  discretion  without  regard  to  tbe  investment 
criteria  set  forth  In  the  MIL 

Senator  Brooke,  Mr,  Chainnan,  I  want  to  take  this  opportunity  to 
thank  you  for  calling;  these  hearings.  I  think  they  are  important  hear- 
ings not  only  to  our  Banking  Committee  but  1  think  its  very,  very  im- 
portant to  policyholders  luid  to  the  insurance  industry  as  well,  and  I 
look  forward  to  what  I  know  will  be  excellent  testimony  from  those 
witnesses  that  have  been  invited. 

The  Chairman,  Thank  you  very  much.  Senator  Brooke. 
Chairman  Williams,  ^  right  ahead,  sir.  If  you  would  like  to  ab- 
breviate your  statement  in  any  way  we  will  be  happy  to  have  it  printed 
in  full  in  the  record  and  proceed  to  questioning  at  any  time  you  wish, 

STATEHERT  OF  HABOLD  H.  WHLIAHS,  CHAIKUAH, 
SECUKITIES  Am)  EZCHASaE  COHHISSIOR 

Mr,  Williams.  Mr,  Chairman  and  members  of  the  committee,  I 
appreciate  fiie  opportunity  to  appear  here  today  before  this  committee 
to  participate  in  your  consideration  of  S.  1710  and.  more  generally,  in 
your  consideration  of  tbe  nature  and  structure  of  the  insurance  in- 
dustry. The  bill  obviously  raises  important  que.stioiis  concerning  the 
reigulation  of  insurance  companies  which  are  among  the  principal 
iinancial  institutions  of  our  economy.  As  you  undoulrtedly  know,  the 
SEC's  jurisdiction  with  respect  to  insurance  companies  is  rather 
limited  and,  as  a  result,  it  is  impossible  for  «s  to  draw  any  broad  con- 
clusions based  on  experience.  I  would,  however,  like  to  share  and  con- 
vey to  you  some  of  our  general  obsenartions  and  some  of  my  personal 
views  on  this  subject. 
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SEC  LIMITBD  REODI^TIOS  OF  INSmiANCE  COMPANIES 

The  SEC  does  not  poeeess  general  re^latory  authority  over  the 
business  oper^ions  of  insurance  companies,  nor  does  it  reflate  the 
relationship  between  policyholder  and  insurance  company.  We  do, 
however,  exercise  jurisdiction  with  respect  to  some  aspects  of  the  rela- 
tionship between  an  insurance  company  and  its  public  stockholders, 
and  with  reepect  to  transactions  in  securities  issued  or  owned  by  in- 
surance companies. 

Pursuant  to  the  Securities  Act  of  1933,  an  insurance  company  or 
insurance  holding  company  which  makes  a  public  offering  of  securities 
must  file  a  registration  statement  with  the  Commission.  In  addition, 
while  section  3(a)(8)  of  the  Securities  Act  exempts  most  insurance 
policies  or  annuity  contracts,  variable  annuities  and  variable  life 
insurance  contracts  are  subject  to  all  tlie  requirements  of  the  Securi- 
ties Act.  Unlike  traditional  insurance  products,  the  beneHts  under 
variable  annuity  and  variable  life  contracts  are  dependent  upon  the 
result  of  a  specific  portfolio  of  securities  and  are  not  guaranteed  by 
the  insurance  company. 

In  conjunction  with  our  consideration  in  the  early  IdTO's  of  the 
status  of  variable  life  insurance  under  the  Federal  securities  laws, 
the  Commission  had  occasion  to  consider  the  adequacy  of  State  insur- 
ance regulation  with  respect  to  the  disclosure  provided  to  purchasers 
of  insurance  contracts.  The  Commission  determined  that,  where  the 
contract  is  in  variable  terms,  the  disclosures  provided  by  the  Securi- 
ties Act  were  necessary,  since  State  insurance  regulation  is  directed 
primarily  at  maintaining  the  solvency  of  insurance  companies  rather 
than  at  providing  the  purchaser  with  full  disclosure.  Having  made 
that  decision,  the  Commission  and  its  staff  now  review  disclosure  docu- 
ments filed  with  respect  to  botli  variable  annuity  and  variable  life 
contracts  and  have  developed  a  certain  experience  therewith. 

Other  disclosures  required  by  the  Federal  securities  laws  are  quite 
circumscribed  in  the  case  of  insurance  companies.  Many  insurance 
companies  are  exempt  from  the  registration  and  annual  and  periodic 
reporting  requirements  of  the  Securities  Exchange  Act  of  1954  by 
section  12(g)  (2)  (G).  A  company  qualifies  for  this  exemption  if  its 
domiciliary  State  regulates  proxies  and  insider  trading  in  a  manner 
comparable  to  the  regulation  contained  in  sections  14  and  16  of  the 
Exchange  Act,  and  if  it  files  annual  "convention"  (financial)  state- 
ments on  a  form  prescribed  bv  the  National  Association  of  Insurance 
Commis-si oners  ("NAIC")-  The  NAIC  convention  statement  requires 
neither  an  audit  by  independent  accountants  nor  periodic  reporting 
as  is  mandatory  for  other  corporate  issuers.  Holding  companies  with 
insurance  subsidiaries  are  not  eligible  for  this  exemption,  however, 
and  are  subject  to  the  registration  and  reijorting  requirements  of  the 
Exchange  Act  to  the  same  extent  as  other  corporations. 

There  are  other  requirements  of  the  Exchange  Act  which  do  apply 
with  full  force  to  insurance  companies.  For  example,  section  13(d) 
provides  that  a  pei-son  who  acquires  more  than  .5  percent  ownership 
of  an  equity  security  of  an  insurance  company  must  file  a  report  with 
the  Commission,  as  must  an  insurance  company  acquiring  more  than 
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5  percent  of  an  equity  security  of  another  corporation.  In  addition, 
the  antifraud  provision  of  the  Exchange  Act,  section  10(b)  and  rule 
lOb-5,  as  well  as  other  antifraud  provisions  of  the  Federal  securities 
laws,  are  of  importance  with  respect  to  insurance  companies  since 
the  business  of  insurance  involves  day-to-da^  trading  in  securities.  In 
addition,  of  course,  trading  exists  in  securities  issued  by  publicly  held 
insurance  companies. 

Insurance  companies,  or  more  commonly  their  affiliates,  are  subject 
to  registration  as  broker-dealers  under  the  Exchan^  Act,  when  tney 
act  in  that  capacity.  Most  insurance  company  subsidiaries  registered  as 
broiter- dealers  are  primarily  in  the  business  of  selling  variame  annuity 
and  variable  life  contracts  and  mutual  funds. 

The  Investment  Company  Act  of  1940,  which  regulates  pooled  in- 
vestment media,  specifically  excludes  insurers  from  its  coverage.  Cer- 
tain "separata  accounts"  of  life  insurance  companies  used  to  fund  vari- 
able annuity  and  variable  life  contracts  are,  however,  registered^  und«r 
the  Investment  Company  Act  and  are  thus  subject  to  its  comprehensive 
regulation.  In  addition,  since  the  1960's,  insurance  companies  have 
increasingly  sponsored  their  own  muture  funds  by  acquisition  or  for- 
mation. By  1974  insurance  companies — ^predominantly  through  sub- 
sidiaries— managed  over  50  percent  of  all  mutual  fund  assets.  Insur- 
ance companies  are  not  bound  by  Federal  statutes,  such  as  the  Glass- 
Steagall  Act  or  the  Bank  Holding  Company  Act,  which  would  regu- 
late these  and  other  noninsurance  activities. 

Finally,  an  insurance  compaiw  or,  more  frec^uently,  its  affiliate,  is 
subject  to  registration  under  the  Investment  Advisers  Act  of  1940  when 
it  acts  as  an  investment  adviser,  except  when  its  only  clients  are  insur- 
ance companies. 

»a«P0RCEMBNT  ACTIONS 

While,  as  the  at>ove  discussion  indicates,  our  jurisdiction  over  insur- 
ance companies  is  rather  limited,  we  have  recently  brought  several 
enforcement  cases  relating  to  insurance  companies,  which  might  be  of 
interest  to  the  committee,  and  we  have  several  cases  pending.  These 
actions  have  included  administrative  proceedings,  actions  for  injunc- 
tive and  ancillary  relief,  and  referrals  and  assistance  rendered  in 
criminal  prosecutions  conducted  by  the  Justice  Department.  Today,  I 
would  like  to  talk  about  the  five  cases  we  have  instituted  in  the  past 
year.  Of  the  five  cases,  four  were  actions  in  the  district  courts  and  the 
remaining  case  was  an  administrative  proceeding  under  the  Exchange 
Act.  Final  relief  was  obtained  in  each  of  these  cases  as  a  result  of  con- 
sents submitted  by  the  defendants. 

Two  cases  were  interrelated  and  involved  allegations  of  self-dealing. 
These  are  the  American  Commonwealth  Financial  Corporation  case 
and  the  National  Pacific  Corporation  case. 

In  May  1977,  the  Commission  brought  an  action  against  American 
Commonwealth  Financial  Corp.,  a  Texas-based  publicly  held  insur- 
ance holding  company,  and  nine  other  defendants,  in  the  U.S.  District 
Court  for  the  Northern  District  of  Texas.  The  Commission  alleged 
that  the  defendants  had  engaged  in  a  fraudulent  course  of  conduct 
whereby  they  used  the  assets  of  American  Commonwealth  and  other 
publicly  held  companies  for  their  personal  gain.  These  activities  are 
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alleged  to  have  begun  in  about  February  1975  upcm  the  assumption  of 
control  of  American  Commonwealth  by  a  new  management  group. 

The  allegations  of  self-dealing  in  the  complaint  related  to,  among 
other  things,  the  use  of  the  assets  and  credit  of  public  companiee  for 
loans,  and  guarantees  of  loans,  made  directly  and  indirectly  to  car- 
tain  of  the  defendants.  In  connection  with  personal  bank  loans,  re- 
strictions were  imposed  on  American  Commonwealth's  ability  to  con- 
duct certain  businesses,  issue  stock,  increase  capital,  or  grant  divi- 
dends. Also,  pe>rsonal  loans  were  secured  from  the  publicly  held  con- 
trolled companies  though  the  pledge  of  assets  of  douibtful  value.  Sales 
and  exchanges  of  such  assets  and  securities  and  notes  of  similarly  qaes- 
timiable  value  were  made.  Finally,  there  were  alleged  to  be  a  variety  of 
omitted,  false,  and  deceptive  disdosures. 

In  June  1976,  American  Commonwealth  transferred  control  of  on© 
of  its  subsidiaries,  National  American  Life  Insurance  Co.,  to  National 
Pacific  Corp.,  a  private  company  owned  ijrincipally  by  several  west 
coast  promoters.  According  to  tiie  Commission  s  complaint,  &led  in 
September  1976,  the  National  Pacific  group  immediately  set  out  to 
engage  in  a  series  of  self-dealing  transactions  which  resulted  in  the 
misappropriation  of  several  million  dollars.  The  principal  method  by 
which  the  National  Pacific  group  operated  was  to  obtain  lucrative 
union  group  insurance  contracts  for  National  American  from  union 
health  and  welfare  funds,  using  other  companies  to  obtain  these  con- 
tracts. Once  the  insurance  contracts  were  obtained  by  National  Amer- 
ican through  reinsurance  agreements  with  the  other  companies,  the 
proceeds  of  the  contracts  were  diverted  to  the  personal  use  of  the  Na- 
tional Pacific  gronp.  In  addition,  cash  was  obtained  through  the 
transferring  of  not^  of  highly  questionable  value  to  National  Amer- 
ican in  exchange  for  cash.  One  month  before  the  Commission's  com- 
plaint was  filed,  the  control  person  of  National  American,  without 
any  board  of  directors  authorization,  and  contrary  to  applicable  State 
law.  transferred  $1,1  million  in  National  American  funds  to  a  Swiss 
bank  account  which  had  just  been  opened  by  a  newly  formed  Swiss 
company.  Following  the  filing  of  the  Commission's  complaint,  the 
Federal  court,  upon  the  Commission's  motion,  appointed  an  equity  re- 
ceiver over  National  American  and  the  court  ordered,  pursuant  to  a 
consent  decree,  that  the  $1.1  million  .be  returned  to  National  American. 
About  $835,000  has  been  returned,  and  the  control  person  of  National 
Pacific  has  been  held  in  contempt  of  court  for  failure  to  return  the 
remainder. 

An  interesting  aspect  of  the  National  Pacific  case  is  that,  just  prior 
to  National  Pacific's  acquisition  of  National  American,  a  Louisiana 
insurance  company,  the  State  of  New  Jersey  had  turned  down  Na- 
tional Pacific's  application  to  acquire  a  New  Jersey-based  insurer,  on 
grounds  of  unsuitability  of  the  applicant.  In  Louisiana,  however.  State 
approval  of  such  an  application  is  not  required,  so  National  Pacific 
acquired  a  Louisiana  corporation,  using,  as  the  source  of  funds  for  the 
acquisition,  the  proceeds  of  a  dividend  from  an  Arizona  insuranc(> 
company  that  the  State  of  Arizona  had  declared  illegal,  but  which 
National  Pacific  failed  to  return  to  that  company. 

Two  other  cases  involved  failures  to  prepare  adequate  financial 
statements,  principally  relating  to  loss  reserves.  The  first  culminated 
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in  administrative  proceedings  under  section  15(c)  (i)  of  the  Exchange 
Act  against  Grovemment  Employees  Insurance  Co.,  commonly  referred 
to  as  "GEICO".  In  these  proceedings,  the  Commission  found  that 
QEICO,  aft^r  April  1975,  failed  to  make  necessary  disclosures  of 
changes  in  its  manner  of  computing  loss  reserves,  causing  liabilities  to 
be  understated.  In  addition,  the  Commission  found  that  GEICO  capi- 
talized the  carrying  value  of  acquisition  costs  on  its  balance  sheet 
which  raised  questions.  The  changes  discussed  above  had  the  eflfect  of 
substantially  decreasing  the  net  loss  which  GEICO  reported  in  vari- 
ous filings  with  the  Commission  and  in  reports  made  to  its  shareholders 
and  the  press. 

The  changes  made  by  GEICO  in  the  manner  of  computing  its  loss 
reserves  were  inconsistent  with  that  firm's  prior  practice  and  were 
not  supported  by  available  data  or  by  the  findings  orOEICO's  outside 
auditors  and  certain  consultants.  Also,  GEICO's  method  of  valuing  ac- 
quisition costs  raised  questions,  GEICO  historically  deferred  certain 
costs  incurred  in  acquiring  insurance  businesses,  thus  avoiding  the 
negative  impact  such  costs  would  otherwise  have  had  on  current  earn- 
ings. Becoverability  of  these  costs  through  future  underwriting  profits 
is,  however,  a  necessary  prerequisite  to  deferral,  and,  of  course,  the 
asset  must  be  reduced  as  portions  are  deemed  non -recoverable.  We 
found  that  GEICO  failed  to  make  downward  adiustments  in  the  valu- 
ation of  its  acquisition  costs.  We  also  found  in  this  case  that  an  officer 
of  GEICO  sold  GEICO  securities  while  in  possession  of  material  non- 
public information  concerning  these  matters. 

Our  fourth  and  most  recent  enforcement  action  against  an  insurance 
company,  SEO  v.  Fiseo,  an  action  for  injunctive  and  ancillary  relief, 
was  file^  and  consented  to  on  August  18  of  this  year.  While  the  Com- 
mission's complaint  alleged  other  areas  of  fraud,  the  principal  fraud 
alleged  in  Fisco  was  the  understatement  of  reserves  for  losses.  As  a 
result  of  the  understatement,  over  a  3-year  period,  Fisco,  a  casualty 
insurance  company,  was  able  to  report  increasing  earnings,  when  in 
fact,  we  alleged,  it  was  incurring  substantial  losses. 

According  to  the  complaint,  numerous  methods  were  used  by  Fisco 
to  understaS  its  loss  reserves,  including : 

1.  Direct  orders  from  management  to  "freeze"  reserve  increases  even 
where  a  Fisco  claims  adjuster  had  indicated  that  the  previously  set 
reserve  was  substantially  understated. 

2.  The  adoption  of  a  computer  program  designed  to  "freeze"  reserve 
increases.  The  program  operated  in  such  a  way  as  to  negate  all  attwnpts 
to  increase  reserves  for  particular  classes  of  claims. 

3.  The  use  of  so-called  GI  partiet?.  These  were  reviews,  by  claims 
personnel,  of  all  claims  files.  The  sole  purpose  was  to  find  reserves 
which  could  be  reduced  or  deleted  in  their  entirety. 

4.  The  so-called  Black  Friday  incident.  In  February  1972  a  physi- 
cal inventory  of  the  claims  files  in  Fisco's  Philadelphia  office  was  taken, 
involving  a  comparison  of  a  computer  printout  of  existing  files  with 
the  files  themselves.  Claims  files  reflecting  approximately  $1,000,000 
in  reserves  were  not  located  and  management  ordered  that  the  reserves 
for  those  claims  be  deleted  as  of  December  31. 1972.  A  few  weeks  later 
it  was  found  that  the  missing  flies  were  in  transit  to  Fisco's  New 
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Jereev  aftcB;  notwithstanding  discovery  of  the  missing  files  Pisco 
failed  to  reverse  the  entry  deleting  the  reserves  for  these  claims. 

After  havins  reported  doubled  earnings  for  the  record  1970  throu^ 
.Tune  1973,  Fipoo  reported  in  early  1974  nn  operatinsr  loss  of  approx- 
imately $39,000,000  which  completely  eliminated  all  prior  reported 
earnings  of  the  company.  This  revision  principally  resulted  from  its 
policy  of  understanding  loss  reserves. 

The  last  case  which  I  will  discuss  this  morning,  involving  Vanguard 
Security  Funding  Corp.,  a  holding  company,  also  relates  to  mislead- 
ing financial  statements.  It  is  of  particular  note  that  the  direct  object 
of  the  alleged  fraud  there  was  a  State  regulatory  agency,  rather  than 
the  trading  market  in  securities.  The  Commission  alleged  that  in 
1974  Vanguard's  operating  subsidiary,  which  is  engaged  in  under- 
writing individual  and  group  life  and  health  insurance  and  group 
diaabibty  insurance  risks,  entered  into  sham  transactions  in  which 
it  acquired  real  estate  in  exchange  for  surplus  notes.  The  alleged 
purpose  of  these  transactions  was  to  increase  Vanguard's  statutory 
surplus,  removing  an  impairment  of  capital  for  State  regulatory  pur- 
poses. In  a  financial  statement  filed  by  Vangard  with  the  Commis- 
sion, Vanguard  valued  the  newly  acquired  real  estate  at  the  stated 
value  of  me  surplus  notee.  The  surplus  notes,  a  form  of  debt  appar- 
ently unique  to  the  insurance  industry,  provided  for  payment  only  if 
and  when  the  statutory  surplus  of  Vanguard  exceeded  a  certain  pre- 
determined amount.  It  was  alleged  that  the  value  of  real  estate  and 
debt  were  substantially  overstated  and  that  the  reported  net  loss  and 
retained  earnings  deficit  were  substantially  understated  in  those  fman- 
cial  stat^nents.  The  Commission  also  alleged  that  Vanguard  failed 
to  disclose  that  it  filed  false  and  misleading  statutory  surplus  reports 
with  the  Alabama  State  insurance  department,  including  false  and 
misleading  appraisals  of  certain  of  the  real  estate.  The  operating  sub- 
sidiary of  Vanguard  was  placed  in  receivership  by  the  State  insui^ 
ance  department. 

The  limited  number  of  these  cases  makes  it  difficult  to  generalize 
about  abuses  since  the  cases  themselves  reveal  a  variety  of  miscon- 
duct. A  few  observations  may,  however,  be  made  regarding  these  cases, 
which,  with  few  exceptions,  involve  smaller  insurance  companies- 
Insurance  companies  represent  large  pools  of  liquid  assets,  which  lend 
themselves  to  a  variety  of  intricate  techniques  designed  to  enrich  con- 
trolling persons  through  looting  or  use  of  assets  to  gain  control  of 
other  companies  or  otherwise  to  mislead  regulatory  authorities  or 
defraud  the  public.  Tlie  American  Financial  and  National  Pacific  cases 
indicate  the  rather  amazing  speed  at  which  determined  persons  appear 
to  be  able  to  utilize  the  assets  of  insurance  companies  for  their  per- 
sonal gain.  In  addition,  more  than  one  of  our  enforcement  cases  has 
involved  fraudulent  usage  of  reinsurance  agreements  either  to  conceal 
under- reserved  deficiencies  or  to  transfer  overvalued  assets  from  com- 
panv  to  company. 

Other  areas  of  abuse  which  have  surfaced  in  our  investigations  are 
inadequate  loan  loss  reserves  and  irregularities  with  respect  to  valu- 
ation of  assets.  These  latter  abuses  appear  to  grow  out  of  the  desire 
of  insurance  companies  to  inflate  earnings  and  to  protect  or  increase 
surplus  which  determines  the  amount  of  insurance  they  can  write. 
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GENERAL  OB8EHVATIONH 

The  above  description  of  our  enforcement  activities  with  resp»ect  to 
insurance  companies  also  indicates  both  tlie  growing  complexity  of 
possible  misconduct  in  this  area,  and  the  difficulties  faced  by  State 
regulators,  with  their  limited  jursidiction  and  resourcea,  in  attempting 
to  deal  with  the  varieties  of  problems  presented  by  multistats  insurance 
companies.  S.  1710  recognizes  that  there  is  at  least  some  question  as 
to  the  adequacy  of  State  regulation  and  proposes  to  supplement  it  by 
a  voluntary  Federal  Insurance  Guaranty  Fund  and  voluntary  Federal 
chartering  of  insurance  companies.  I  recognize  that,  in  its  present  form, 
the  bill  does  not  directly  affect  the  nature  of  our  jurisdiction  in  this 
area.  However,  drawing  from  our  enforcement  actions  and  our  experi- 
ence with  regulatory  matters  dealing  with  other  financial  institutions, 
as  well  as  from  my  own  personal  observations,  I  would  like  to  make 
some  comments  about  S.  1710  and  raise  some  questions  which  I  think 
the  committee  may  wish  to  consider. 

First,  both  titles  of  the  proposed  bill  provide  for  voluntary  partici- 
pation by  insurance  companies.  While  the  freedom  from  State  rata 
regulation  has  been  articiuated  as  an  attraction  of  Federal  chartering, 
I  wonder  whether  this  is  enough  of  an  incentive  to  attract  participa- 
tion. I  am  also  concerned  with  respect  to  whether  the  types  of  insur- 
ance companies  we  have  brought  enforcement  actions  against  would 
voluntarily  come  into  a  Federal  system  of  regulation.  In  addition,  the 
voluntary  nature  of  the  Federal  Insurance  Guaranty  Fund  may  pro- 
vide problems  of  adverse  selection  against  the  Federal  fund  or  State 
funds,  as  some  46  States  have  enacted  legislation  establishing  guaranty 
funds  to  protect  policyholders  against  loss  in  the  event  of  the  in- 
solvency of  their  property  and  liability  insurers. 

My  next  observation  relates  to  an  aspect  of  the  regulatory  structure 
reflected  in  the  proposed  bill.  The  proposed  legislation  does  not  appear 
to  provide  authority  explicitly — except  perhaps  for  federally  chartered 
insurance  companies — for  direct  regulation  of  insider  misconduct. 
Some  States  appear  to  have  such  statutes,  and  there  are  similar  Federal 
statutes  dealing  with  other  financial  intermediaries. 

Finally,  I  would  like  to  make  some  general  observations  concerning 
legislation  of  the  nature  presently  before  this  committee.  In  dealing 
with  major  regulatory  proposals  regarding  any  financial  intermediary, 
and  in  particular  a  proposal  to  establish  another  specialized  Federal 
agency,  one  must  consider  the  growing  diversity  of  financial  services 
such  companies  are  beginning  to  offer.  No  longer  are  banks,  brokers, 
or  insurance  companies  content  to  remain  within  traditionally  defined 
areas  as  to  which  their  differing  regulatory  structures  have  been  estab- 
lished. Accordingly,  any  comprehensive  legislation  should  seek  both  to 
create  effective  regulatory  mechanisms  which  recognize  this  diversity 
and  to  avoid  overlapping  jurisdiction, 

I  hope  that  my  testimony  here  today,  while  rather  limited,  will  be 
of  assistance.  I  would  be  happy  to  respond  to  any  questions  the  mem- 
bers of  the  committee  might  have. 

The  Chaisman,  Well,  Chairman  Williams,  I  want  to  thank  you 
for  a  masterful  summary  of  your  testimony.  I  thou^t  it  was  going 
to  take  about  half  on  hour  and  you  took  about  10  minutes.  You  did  a 
beautiful  joi>. 
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Mr.  ChAirman,  in  your  statement  you  note  and  you  stress  repeatedly 
that  the  SEC's  jurisdiction  over  insunuice  companies  and  over  dealing 
with  scwne  of  the  insurance  company  misconduct  you  describe  is  limited. 
The  bill  that  we  have  before  us,  as  you  say,  would  set  up  an  extensive 
Federal  regulatory  mechanism  for  insurance  companies. 

Do  you  think  we  could  achieve  the  same  or  some  of  the  same  results 
without  a  new  bureaucracy  by  giving  the  SEC  more  extensive  author- 
ity to  oversee  and  regulate  the  financial  practices  of  insurance 
companies? 

Mr.  WiLLiAUS.  I  would  like  to  give  you  a  more  considered  state- 
mmt,  but  let  me  share  some  thoughts  with  you. 

The  focus  of  the  Commisraon  in  relation  to  insurance  companies 
or  to,  for  example,  other  financial  intermediaries  other  than  the  types 
we  regulate  directly  is  much  more  concentrated  on  protection  of  inves- 
tors than  it  is  on  protection  of  policyholders.  It's  a  different  focus. 

Now  I  suspect  that  it  would  be  difficult  to  protect  investors  without 
protecting  policyholders  in  the  process,  but  it  is  a  different  focus.  We 
are  not  concerned  only  wi*h  solvency.  We  are  concerned  with  the 
adequacy  of  disclosure  which  will  enable  a  potential  investor,  for  exam- 
ple, in  an  insurance  company,  to  know  what  he  is  investing  in  and 
also  to  assure  that  insider  activities  within  insurance  companies  are 
not  inconsistent  witii  the  securities  laws. 

To  s«ne  extent  at  least,  I  think  broader  authority  would  serve  the 
same  purposes ;  but  I  am  reluctant  to  volunteer  an  opinion  this  morning 
without  having  thoufifht  through  its  implications  more  deeply. 

The  Chairman.  Well,  as  Senator  Brooke  stresses  so  well  in  his 
statement,  there  is  a  close  analogy,  or  there  may  be  some  analogy  at 
least,  to  l«.nk  regidation.  The  SEC  has  jurisdiction  over  the  issuance 
of  securities  by  bank  holding  companies,  for  example,  and  banks  to 
their  stockholders  but  the  regulation  of  the  banks  with  respect  to  depos- 
itors is  not  the  SEC's  fundamental  jurisdiction  but  that  of  the  regu- 
latory agencies, 

Mr.  WirxiAMS.  That's  rip^it.  The  parallel  would  then  call  for 
equivalent  jurisdiction  to  the  FDIC  or  the  Comptroller. 

The  CiiAmMAx.  After  all.  we  have  a  verv-  complex  and  sophisticated 
and  rather  fniccessful  insurance — very  successful  insurance  industry, 
and  it's  prr^fressed  ver>-  well  for  many,  many  years  without  having 
Federal  bureaucracy  operate  in  this  way,  and  T  just  wonder  if  we  have 
much  of  a  case  for  i>rovi<]ing  suPh  a  new  bureaucracy.  Perlvaps  we  do, 

Mr.  Wn-LiAMs.  T  share  your  reluctance  in  sevoi'-al  senses.  One.  I 
think  before  an  additional  Federal  bureaucracy  is  created  t^e  burden 
of  nroof  does  indeed  exist  to  show  the  urgent  need  for  it. 

_Second.  as  T  indicate  in  my  testimony,  there's  an  enormous  amount 
of  potential  and  actual  overlap  in  the  hankincr  area  between  the  Com- 
mission and  the  other  parties  involved,  and  I  hope  we  can  learn  from 
that  rather  rapidly  if  indeed  fliere  is  a  place  for  Federal  inten-ention 
with  respect  to  inprurance. 

Third,  the  problems,  to  the  extent  that  fhev  exist  in,  the  insurance 
mdustrv.  perhaps  ought  to  be  dealt  with-^and  this  is  strictly  a  per- 
sonal ob^rvation— in  a  more  precise  way.  For  example,  tlie  companies 
that  we  have  been  looking  at  m  connection  with  the  insider  activity 
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type  of  situations  are  essentially  the  small  companies.  Now  maybe 
that's  a  factor  of  size.  I  can't  gwieralize  from  this  small  number  of 
cases.  It  might  be  a  factor  of  the  particular  State  jurisdiction  involved. 
Some  States  are  certainly  more  aggressive  and  more  responsible  than 
others  in  terms  of  how  they  pursue  their  regulatory  responsibilitiea. 

The  Chairman.  Well,  that  brings  me  to  the  next  problem.  I  dont 
want  to  interrupt  except  to  point  out  that  the  difficulty  here  is  that 
if  you  make  this  completely  voluntarj?,  wouldn't  there  be  a  tendency 
for  at  least  some  insurance  companies  to  opt  out  from  under  the 
vigorous  strict  State  enforcement  to  a  Federal  (bartering,  whereas 
the  permissive  States  where  perhaps  you  do  need  some  strengthening 
would  continue  to  hold  onto  their  jurisdiction  because  the  insurance 
companies  would  favor  to  some  extent  perhaps  that  pennissive  at- 
mospheref  So  it  would  tend  to  weaken  regulation  in  that  suise. 

Mr.  Williams.  It  may  be  more  complex  than  that.  An  insurance 
company  doing  business  in  50  States,  one  of  the  larger  ones,  for  exam- 
ple, involved  in  all  (Jie  regulatory  problems  of  rate  setting — for  exam- 
pie,  automobile  insurance  rates  and  workmen's  compensation — I  think 
would  be  very  inclined  to  move  toward  Federal  regulation.  It  depends 
on  what  you're  shopping  for. 

My  concern,  as  I  expressed  in  my  testimony,  is  that  probably  the 
very  kind  of  companies  that  by  and  large,  we  have  become  concerned 
about  would  not  opt  to  include  themselves  within  the  legislation. 
Perhaps  over  time  so  many  would  include  themselves  that  one  which 
did  not  would  be  conspicuous  by  its  absence,  and  yet  I  think  there  are 
probably  still  people  walking  the  streets  who  walk  into  a  State  bank 
and  assume  that  all  banks  are  the  same. 

The  Chairman.  We  have  a  problem  of  competition  in  laxity  with 
the  three  Federal  banking  regulatory  agencies  as  you  may  know.  At 
least  that's  been  the  accusation  by  Chairman  Bums  of  the  Federal 
Reserve  Board.  You  express  some  doubts  as  to  whether  S.  1710  offers 
sufficient  incentives  to  attract  voluntary  participation  by  insurance 
companies  and  particularly  companies  such  as  those  against  which 
you  nave  brought  enforcement  actions. 

'Oie  HUD  witness  who  will  testify  later,  Mr.  Hunter,  says  that 
Federal  preemption  of  State  regulation  may  be  necessary  to  give  pro- 
tection to  policyholders  of  insurance  companies  threatened  by  in- 
solvency, the  weakest  companies  as  well  as  the  strongest. 

What  is  your  view  of  Federal  preemption  ? 

Mr.  Williams.  Federal  preemption  specifically  in  relation  to  total 
regulation  of  insurance  companies  ? 

The  Chairman.  Yes,  sir. 

Mr.  Williams.  I'm  not  prepared  to  give  a  complete  answer  on  that. 

The  Chairman.  Finally,  could  you  provide  the  committee  with 
some  recommendations  for  changing  the  securities  laws  to  prevent 
abusive  practices  in  the  insurance  industry?  You  said  you  weren't 
prepared  to  give  a  complete  answer. 

Mr.  Williams.  Not  this  morning. 

The  Chairman.  When  you  correct  your  remarks  for  the  record  per- 
haps in  writing! 

Mr.  Williams.  I'd  be  delighted. 

The  Chairman.  That  will  be  fine. 

Senator  Brooke, 
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Sraiator  Brookb.  Thank  you,  Mr.  Chainnan. 

Chairman  'Williains,  I  first  want  to  thank  you  for  your  very  thor- 
ough review  of  the  jurisdiction  of  the  SEC  over  the  insurance  indus- 
try and  recent  enforcement  actions  undertaken  by  the  SEC  with  re- 
spect to  the  insurance  company  violations  of  our  securities  laws.  I  do 
aa,ve  a  number  of  questions,  sir,  I  will  try  to  ask  them  briefly  and  there 
will  be  some  I  will  ask  you  to  submit  for  the  record  in  writing. 

First,  I  recognize  that  the  SEC's  regulatory  authority  over  insur- 
ance companies  is  limited  as  you  point  out  and  yet  you  have  initiated 
a  number  of  enforcement  cases  against  insurance  companies.  Now  how 
many  persons  does  the  SEC  have  assigned  to  investigate  and  enforce- 
ment of  insurance  company  violations  of  the  securities  lawst 

Mr,  WiujAHS.  I  will  have  to  get  you  that  number.  It's  a  small  group 
obviously,  and  I  would  say  probably  on  tiie  order  of  a  half  dozen 
people. 

Senator  Brookb.  Would  you  submit  the  actual  number! 

Mr.  Williams.  Yes. 

Senator  Brookk.  But  you  think  it's  in  the  neighborhood  of  six ;  is 
that  correct? 

Mr.  Williams.  That's  right. 

Senator  Brooke.  Now  does  your  fiscal  1978  budget  call  for  an  in- 
creased enforcement  effort  with  respect  to  insurance  company  viola- 
tions of  the  securities  laws? 

Mr.  WiLUAMB.  Our  fiscal  1978  budget  ? 

Senator  Brooke.  Yes. 

Mr.  WmoAMB.  I  would  remind  the  committee  that  we  don't  have  an 
authorization  from  this  committee  but — assuming  we  were  to  get  one — 
I  believe  that  the  authorization  would  provide  that  opportunity.  The 
appropriation  is  flat  with  last  year. 

Senator  Brooke.  Is  what? 

Mr.  Williams.  The  appropriation  is  even  with  last  year  in  dollars 
except  for  stwne  cost  differennals  on  the  same  level  of  activity,  but  the 
plan  within  the  Commission  in  terms  of  our  own  internal  allocation 
of  resources  would  call  for  some  additional  resources  in  the  insurance 
area.  Yes. 

Senator  Brooke.  Now  does  this  planned  increase  in  your  enforce- 
ment effort  reflect  a  concern  on  the  part  of  the  Commission  that  abuses 
of  the  kind  you  have  described  in  your  statement  this  morning  may  be 
more  widespread  than  indicated  by  the  limited  number  of  enforce- 
ment actions  initiated  so  far? 

Mr.  Williams.  Yes,  it  does,  I  might  note  we  have  issued  two  formal 
orders  of  investigation,  and  we  have  something  on  the  order  of  a  half 
dozen  under  investigation. 

Senator  Brooke.  Does  the  SEC  bring  enforcement  action  against 
an  insurance  company  if  it  feels  that  alleged  abuses  are  being  ade- 
quately addressed  by  State  regulatory  authorities? 

Mr.  William-s.  We  try  to  work  and  do  work  with  the  Stjite  regula- 
tory authorities  to  some  extent  and  I  think,  as  I  indicated  in  my  testi- 
mony, there  are  several  instances  where  at  least  a  piece  of  the  ongoing 
proceedings  is  being  conducted  by  one  or  another  of  the  State  in- 
surance commissions  involved.  To  some  extent  we  do  proceed  even 
where  there  is  a  State  agency  involved  where  we  believe  that  the  pro- 


DigiLizedbyGoOglc 


phylactic  efifect,  if  you  will,  or  the  kind  of  visibility  that  comes  from 
an  SEC  proceeding,  might  have  a  deterrent  effect  on  other  similar 
situations. 

Senator  Brooke.  Now  in  the  five  cases  that  you  mentioned  in  your 
statement,  to  your  knowledge,  were  State  insurance  regulations  aware 
of  the  alleged  abuses  before  the  SEC  investigation  was  initiated? 

Mr.  Williams.  I  can't  generalize.  I'ra  quite  sure  if  I  recall  cor- 
rectly, in  one  of  the  cases  the  answer  would  be  yes.  In  others,  I  dont 
know  whether  our  records  would  ehow  that. 

Senator  Beooke.  Would  you  supply  that  for  the  record  as  well! 

Mr.  Williams.  Yes  (see  letter  at  p.  40). 

Senator  Brooke.  Now,  Chairman  Williams,  aside  from  your  re- 
sponsibilities at  the  SEC,  you  are  a  very  knowledgeable  observer  of 
the  insurance  industry  and  insurance  regulation  and  in  your  state- 
ment you  mentioned  the  limited  jurisdiction  and  resources  of  State 
regulators  in  attempting  to  deal  with  the  variety  of  problems  pre- 
sented by  multi-State  insurance  companies. 

Would  you  care  to  expand  on  that? 

Mr.  Williams.  Well,  at  the  risk  of  generalization,  the  quality  of 
State  regulation  of  insurance  companies  is  essentially  very  uneven. 
Some  States  seem  to  do  overall  what  appears  to  be  a  good,  strong 
job  of  regulation.  You  will  note  in  one  of  the  actions  that  we  brought 
one  State  refused  to  permit  the  defendant  in  one  of  our  actitms  to 
acquire  an  insurance  company  in  that  State's  jurisdiction.  Yet,  that 
same  defendant  was  able  to  go  into  other  States  and  play  its  game. 
So  there  is  an  unevenness.  It  relates  primarily,  I  think,  to  the  re- 
sources and  the  professionalism  of  the  people  involved.  Certainly 
there  are  jurisdictions  where  the  insurance  commissioner  is  also  the 
commissioner  and  perhaps  the  secretary  of  state  and  a  number  of 
other  things ;  the  staff  is  virtually  nonexistent ;  and,  in  effect,  regu- 
lation is  probably  more  a  revenue-producing  measure  than  it  is  regu- 
lation. But  that's  a  general  statement.  I  couldnt  describe  the  extent 
of  true  regulation  today  on  a  State-by-State  basis,  but  I  think  that 
there  are  many  States  where  that  situation  exists. 

Senator  Brooke.  Would  it  be  fair  to  say  that  the  quality  of  regula- 
tion for  solvency  purposes  is  also  very  uneven  across  the  country? 

Mr.  Williams.  Oh,  yes. 

Senator  Brooke.  Is  it  not  true  that  only  a  small  portion  of  the 
premium  taxes  derived  from  insurance  companies  is  used  to  finance 
State  insurance  departments? 

Mr.  Williams.  I  believe  that's  right,  yes. 

Senator  Brooke.  Is  it  not  true  that  the  budgets  allocated  to  insur- 
ance departments  in  some  States — -and  you  referred  to  it — are  grossly 
inadequate  to  permit  proper  regulation  for  solvency  purposes? 

Mr.  Williams.  I  would  be  guessing  on  that  one,  but  I  would  suspect 
you're  right.  Although,  looking  at  it  in  a  different  way,  in  terms  of  the 
percentage  of  insurance  company  activity,  it  may  be  that  the  States  we 
are  talking  about  are  really  involved  in  it  as  a  domiciliary  State.  I 
would  guess  that  perhaps  10  percent  of  the  insurance  wMnpeny  activity 
is  in  States  whose  insurance  departments  have  inadequate  budgets,  and 
I'm  a  little  concerned  about  that.  One  of  my  questions  would  be 
whether  we  need  the  kind  of  blanks  regulation  we're  talking  about, 
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even  thourii  voluntary,  in  <wder  to  get  at  the  kinds  of  abuses  which 
are  more  nequently  found  in  small  companies  and  tliat  I  think  tend  to 
be  geographically  concentrated. 

Senator  Brooke.  Now  I  take  it  from  your  testimony  that  you  might 
some  day  ask  the  Congress  to  revise  or  repeal  section  12(g)  (2)  (G)  of 
the  Securities  and  Exchange  Act  of  1934  which  exempts  a  commny 
frtHn  annual  and  periodic  reporting  requirements  if  its  domiciliary 
State  regulates  proxies  and  insider  trading  and  if  it  files  annual  con- 
vention statem^its  in  a  form  prescribed  by  the  National  Aseociatitm 
of  Insurance  Commissioners. 

Would  that  be  fair  to  surmise  that  from  what  you  have  said  f 

Mr,  WmJAKB.  We  are  not  at  the  point  of  asking  for  that.  It's  smne- 
thing  that  I  think  we  will  consider  in  the  context  of  future  legislation. 
But  as  a  personal  observation,  I  must  say  that  I  have  some  concern 
about  the  extent  to  which  insurance  companies  are  not  audited  by  in- 
dependent accountants.  I  think  it  aggravates  the  problem.  Although, 
in  fairness,  most  of  the  major  insuruice  company  problems  of  recwit 
years  have  been  with  audited  companies,  so  auditmg  is  not  necessarily 
the  be-all  and  end-all  solution.  And  if  you  look  at  the  problems  that 
have  occurred,  apart  from  the  kind  that  we  have  talked  about  in  some 
of  these  smaller  cases,  there  are  problems  that  I'm  not  sure  would  be 
dealt  with  any  better  by  Federal  regulation.  For  example,  the  questimi 
of  the  adequacy  of  insurance  company  reserves  was  cert*inly  a  key  in 
the  GEICO  case.  And  I  think  that  the  way  in  which  insurance  com- 
pany reserves  are  required  has  some  other  characteristic  problems 
which  can  be  dealt  with  by  the  accounting  profession  as  well  as  they 
can  by  Federal  regulation. 

Senator  Brooke.  Are  you  aware  of  the  NAIC  convention  state- 
ment? 

Mr,  WiujAHB.  Yes. 

Senator  Brooke.  Do  you  feel  that  offers  adequate  protection  to  the 
public? 

Mr.  Williams.  Well,  in  principle,  what  the  act  is  saying  is  that  it 
does.  It  substitutes  for  an  annual  report.  I'm  not  fully  sure  that's  the 
case  now. 

Senator  Brooke.  I'm  sorry.  I  didn't  hear  you. 

Mr.  WiiJJAMs.  In  many  ways  it's  hard  to  understand,  and  I  don't 
think  it  really  communicates  very  well  to  investors  or  to  policyholders. 

Senator  Brooke.  Now  you  have  stated  that  under  Senate  1710  the 
vide  problems  of  adverse  selection  a^inst  the  Federal  fund  or  State 
vide  problems  of  adverse  selection  against  the  Federal  fund  or  State 
funds.  Now  the  Federal  insurance  guarantee  fund  is  modeled  on  the 
FDIC  which,  as  you  know,  provides  for  voluntary  membership.  In  my 
own  Commonwealth  of  Massachusetts,  while  many  banks  have  joined 
the  FDIC,  a  large  number  of  institutions  are  not  members  of  the 
FDIC,  hut  instead  belong  to  the  Massachusetts  Central  Fund,  a  de- 
positor insurance  mechanism  which  existed  really  prior  to  the  estab- 
lishment of  the  FDIC. 

Now  I  know  of  no  problems  of  adverse  selections — none  at  least 
have  come  to  my  attention  in  this  area.  Of  course,  adverse  selection 
could  be  prevented  by  Federal  preemption  of  solvency  regulation,  but 
I  would  personally  be  very  reluctant  to  take  such  a  step.  le  it  not 
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possible  that  the  establishment  of  a  well-run  Federal  guarantee  alter- 
nate  would  cause  State  regulators  to  improve  the  quality  of  their 
remilation,  thus  minimizii^  the  possibility  of  adverse  selections! 

Mr.  Williams,  It's  possible.  I'm  trying  to  think  through  in  my  own 
mind  why  they  would  be  motivated  to  do  so  when  in  a  sense  their 
responsibility  would  be  lessened  rather  than  enhanced.  If  you  start 
from  the  premise  that  they  are  not  doing  the  job  now,  why  would  they 
be  more  sensitive  when  there  is  a  guarantee  alternative  that  would — 
at  least  might — deprive  them  of  some  revenues  but  would  also  deprive 
them  of  any  blame  if  there  was  a  likelihood  of  another  problem  aris- 
ing? I  don't  know  how  to  answer.  I  could  see  it  theoretically,  but  I 
don't  expect  it  would  happen. 

Senator  Brooke.  You  drai't  expect  it  would  happen? 

Mr.  Williams.  No. 

Senator  Brooke.  I  have  one  final  question.  My  time  is  up.  I  may 
want  to  submit  further  questions  to  you,  as  I  said,  and  even  this  one, 
in  writing.  You  mentioned  your  concern  that  title  I  of  S.  1710  may  not 
provide  for  adequate  regulation  of  insider  midconduct.  Now  I  would 
have  thought  that  section  108  of  the  bill  provided  protection  in  thia 
regard.  I  don't  know  whether  you  have  looked  at  that,  but  I  would 
appreciate  it  if  your  staff  would  supply  such  revisions  as  you  mi^t 
suggest  to  provide  protection  against  insider  misconduct,  if  you  feel 
that  section  108  does  not  adequately  address,  if  you  have  some  su^es- 
tions  or  yourstaff,  I  would  be  most  grateful. 

Mr.  Williams.  I  would  be  delighted. 

Senator  Brooke.  Thank  you,  Air.  Chairman. 

[The  following  letter  was  received  for  the  record:] 

SECtTUTICS    AND    EXCHANGE    COUMIBBION, 

Waihington,  B.C..  November  18.  1977. 
Hod.  William  Fboxmibk, 

Chairman,  Commitlpc.  on  Banking.  Housing  and  Urban  Affaim.  U.S.  Senate, 
Waahinglon,  B.C. 
Deab  Sbnatob  Peoxmire  :  This  Is  in  response  to  the  questions  raised  by  you  and 
Senator  Brooke  during  my  testimony  before  the  Committee  on  Banking,  Housing 
and  Urban  Affairs  on  September  12,  1&T7,  concerning  S.  1710,  the  proposed  Fed- 
eral Insurance  .\ct  of  1!>77. 

1.  Senator  Brooke  aslted  how  many  i>er{ions  Ihe  Commission  has  assigned  to 
investigate  and  monitor  insurance  company  violations  of  the  securities  laws 
(Transcriptof  Testimony  at  p.  17). 

As  1  indicated  nt  the  hearing,  at  this  time  we  have  only  a  ^mall  group  of  peo- 
ple engaged  in  the  investigation  and  monltoriUK  of  Insurance  company  compli- 
ance witii  the  securities  laws.  Our  sUiff  has  advised  me  that  approximately 
twelve  persons  liave  slgniflcnnt  as^gnmeuts  related  lo  investigations  of  insurance 
companies.  However,  due  to  the  Comniisslon's  heavy  workload,  those  persons 
can  devote  only  a  portion  of  their  lime  to  such  actirities.  Thus,  the  Commission 
currently  has  the  equivalent  of  six  persons  working  full  time  on  investigating 
and  monitoring  insurance  company  compliance  with  the  securities  taws. 

2.  Senator  Brooke  asked  whether,  in  the  five  cases  which  I  noted  in  my 
prepared  statement,  the  state  Insurance  regulators  were  aware  of  the  alleged 
abuses  prior  to  the  Initiation  of  the  Commission's  investigation  (Tfanscrlpt 
of  Testimony  at  p.  19). 

We  believe  that  state  Insurance  regulators  In  the  domiciliary  states  of  the 
five  Insurance  companies  in  question  (GEIOO.  IMstrict  of  Columbia:  National 
Pacific,  Louisiana,  and  Arizona  :  Vanguard.  Alabama  ;  AOFC,  Texas  and  Iioulsi- 
ana ;  and  FISCO,  Pennsylvania )  were,  In  general,  aware,  prior  to  the  com- 
mencement of  the  CoDunissIou's  ini'estlgatlon,  of  at  least  some,  if  not  all,  of  tli« 
activities  of  these  companies  giving  rise  to  the  Commission's  investigations  and 
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caiforceiiieitt  proceedings.  In  some  cases,  aome  of  the  information  glring  rise  to 
the  Commission 'B  InvectlgBtloiis  actuallr  derived  rrom  state  regulatonr 
authorities. 

3.  Ion  asked  whether  changes  could  be  made  in  the  secoritles  laws  to 
achieve  some  of  the  same  goals  songht  in  S.  1710;  and  whether  the  fonnatlon 
of  a  new  buraaucrscy  designed  to  oversee  the  insurance  Industry  could  be 
avoided  by  granting  the  Commission  more  ext«iBive  authority  in  that  area 
(Tmnecrjiit  of  Testimony  at  pp.  12.  IS). 

The  Commission  has  not  yet  had  si^cient  experience  with  the  Issues  Involved 
in  your  Inquiry  to  be  able  to  make  definitive  recommendations  for  amHidme&ts 
to  the  present  exemptions  for  insurance  companies  under  Section  12  of  the 
Securities  Exchange  Act  of  1934.  Snch  deflnltlve  recommendations  shonid  follow 
both  greater  experience  and  a  specific  study  of  the  problems  Involved.  Nererthe- 
less,  if  the  Committee  Is  Interested  In  pursuing  amendments  to  existing  laws  and 
to  S.  1710,  the  Committee  may  wish  to  consider  the  following  alternatives : 

A.  Audited  flHoncial  »t<ileinenla 

As  you  know,  Section  12(g)  (2)  (Q)  of  the  Securities  Exchange  Act  provides 
an  exemption  from  the  registration  requirements  of  Section  12(g)  for  any  security 
issued  by  an  Insurance  company,  provided  (1)  such  insurance  company  files 
annnal  "convention"  ststenients  as  prescribed  by  the  National  Association  of 
Insurance  Commissioners  ("NAIC")  ;  (2)  such  Insurance  company's  domiciliary 
state  regulates  proxy  solicitations  in  conformance  with  NAIC  provisions ;  and 
(3)  snch  insurance  company's  domldllary  state  regulates  Insider  trading  in 
the  manner  provided  by  Section  16  of  the  Exchange  Act.  The  apparent  rationale 
behind  the  creation  of  the  exemption  was  that  the  reports  filed  with  state 
aathorltles,  and  the  regulation  of  proxies  and  Insider  trading  by  the  states,  would 
provide  an  adequate  substitute  for  the  provisions  of  the  Bxchange  Act  wUch 
would  otherwise  be  applicable. 

A  minor  revision  which  would  constitute  a  minimal  intrusion  by  the  federal 
government  in  the  insurance  field  might  be  simply  to  require  that  annual 
financial  statements  of  insurance  companies  be  audited.  This  change  would  im- 
pose what  is  essentially  a  sound  and  common  business  practice  on  those  in- 
surant^e  companies  which  presently  are  not  subject  to  such  requirements. 

The  Committee  might  also  wish  to  consider  providing  a  means  for  all  state 
insurance  regulatory  authorities  and  the  public  to  obtain  acceg.s  to  such  flnancial 
Information,  If  It  were  required.  For  example,  the  eslabllRhment  of  a  central 
reposition  for  this  Information  could  promote  more  efficient  application  of  the 
slates'  laws  as  well  as  existing  federal  law. 

B.  BeQuirini/  »lale  aalftortiic*  io  adopt  dUcloiurc  and  proxy  soUcitalion  rulc« 

tub$tantially  cgulvalettt   to   tho^e  imposed   by  lhi»  Commi4»inn. 

The  present  coverage  of  Insurance  company  activities  by  the  Securities  Ex- 
change Act  1."  somewhat  irregular.  Section  12(g)  (2)  (G)  of  llie  Securities  Bx- 
change Act,  In  essence,  exempts  Insurance  companie;*  from  filing  registration 
statements,  annual  statements  and  prosy  solicitation  materials  in  the  form 
typically  required  hy  the  Commission.  Among  the  further  consequences  which 
attend  this  exemption  is  the  immunity  of  insurance  companies  from  the  provi- 
sions of  StH'tion  13(e>  of  the  Securities  Exchange  Act.  Section  13(e)  gives  the 
Commission  authority  to  adopt  rules  relating  to  the  purchase  Of  equity  securities 
by  or  on  behalf  of  the  Issuer  of  such  securities  or  n  control  person  of  such 
issuer  an  defined  In  the  section. 

At  the  same  time,  and  somewhat  paradoxically,  tender  offers  relating  to  the 
.securities  of  insurance  companies  are  fully  suliject  to  Commission  resulatlon 
under  Section  14(d)  of  the  Securities  Kxchnnge  Act."  The  reixirtinK  requirements 
of  Section  13(d),  regarding  benellclal  ownership,  are  also  applicable  Io  Insurance 
(-ompanies.*  This  puts  tlse  Commission  in  the  difficult  position  of  having  responsi- 
bility for  policing  tender  offers,  while  related  disclosure  problems  may  go  unde- 
tected beoiusp  of  the  statutory  exemption  from  other  requirements  of  the  securi- 
ties laws. 

■  Thp  reason  fnr  tbls  anomaly  is  probsbly  tbal  Insurant  ootnpaalea  dn  not  objed  to 
rrirnlatlon  of  tendpr  offtTH  for  their  Becurltlea  ninde  by  othsrn. 

'  .\180.  under  Sectlop  12(k)  (2)  (OMHI).  insider  trading  or  (he  securlttra  of  Insnranre 
nimpanlefl  Is  subiecl  lo  the-aubslanlial  equivalent  of  CommlaBlOD  regulation  under  Section 
ia  of  the  ESichanee  Act. 
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One  BOlntlcHi  woDld  be  to  amend  Sections  12<k)  (2)  (O)  (I)  and  (il)  to  provide 
for  the  filing  ol  annnal  reports  by  insnrance  companies  wltb  tbelr  domiciliary 
state  commJBaion«rs  of  insurance  In  a  form  which  Is  the  substantial  equivalent 
ot  the  annual  reports  required  by  the  Commls^on  for  reporting  under  Section  13 
of  the  Securities  Eichange  Act,  snd  to  provide  for  domiciliary  state  r^nlatlmi 
of  proxies  which  would  be  the  substantial  equivalent  of  the  Commission's  regula- 
tion of  proxies.  This  change  would  be  consistent  with  the  eusential  purposea  of  the 
seen  ri ties  laws. 
C.  Repeal  of  Section  lUg)  (2)  (G) 

A  third  poaelblUty  would  be  to  repeal  Section  I2(k)  (2)  (0).  This  would  Im- 
pose «  uniform  system  of  flnancittl  reporting  on  all  pubUcly-beld  Insnrance  com- 
panies, and  would  enable  the  Commlasion  to  provide  a  uniform  enforcement  p<^ 
ley  for  disclosure  by  such  companies.  Since  Insurance  subsidiaries  of  publicly- 
beld  companies  are  already  subject..  In  effect,  to  Section  13  reporting,  the  repeal 
of  Section  12(g)  (2)  (G)  would  be  equalizing  in  effect  and  purpose.  However, 
such  a  change  would  not  address  all  the  Issues  which  S.  1710  attempts  to  address. 
Moreover,  It  would  not  have  an  effect  on  the  mutual  companies,  which  are  a  major 
force  In  the  Insurance  Indnstry. 

4.  Finally,  Senator  Brooke  asked  for  suggestions  for  amendments  to  «ihsnce 
the  protecttons  aganlst  Insider  misconduct  provided  by  S.  1710  CPranscript  of 
Testimony  at  p.  24 ) . 

As  you  hnow,  Section  108  of  S.  1710  provides  procedures  for  enforcement 
actions  against  an  insnrance  company  or  its  director,  ofBcer,  «nployee  or  agent 
where  such  company  or  person  has  violated  or  appears  abont  to  violate  the 
provisions  of  the  Act  or  a  regulation  under  the  Act.  There  are  also  provlsiona 
for  enforcement  actions  against  an  officer  or  director  of  a  federally  gnaranteed 
Insurer  who  violates  any  law  or  regulation,  engages  In  any  "unsafe  or  unsotmd 
pracdee",  or  breaches  hla  duty  as  a  director  or  officer,  if  the  violation  or  breadt 
of  duty  causes,  or  may  cause,  financial  loss  and  Involves  personal  dlsbonesty  or 
gross  negligence.  However,  this  section  contains  no  grant  of  authority  to  promul' 
gate  r^ulatloDS  regarding  the  conduct  of  officers,  directors  or  employees  of 
Insurance  companies  covered  by  the  Bill.  Section  108  contemplates  only  ad  hoc 
remedial  activity. 

"ntfi  Insurance  Commission  established  by  the  Bill  la  authorlEed,  in  Section 
107,  to  "prescribe  such  rules  andregulations  as  may  be  necessary  to  carry  out 
its  responsibilities  under  th  eprovlsions  of  this  Act"  with  respect  to  federally 
gnaranteed  Insurers.  Since  Section  107  specifies  the  areas  to  be  dealt  with  by 
regnlatlM),  it  Is  unclear  whether  the  Insurance  Commlasion  could  promulgate 
rules  regulating  misconduct  of  officers,  directors,  employees  and  agents  of  fed- 
erally chartered  Insurers.  In  this  context,  the  requirements,  mentl<med  above, 
that  insnrance  company  financial  statements  be  audited  and  made  publicly 
available  In  a  central  repository,  may  expose  some  types  of  setf-deattng  to  public 
view  and  have  a  salutary  prot^ylactic  effect. 

Another  possible  solution  would  be  to  add  a  paragraph  to  Section  107<a> 
granting  the  proposed  Federal  Insurance  Commission  power  to  prescribe  rules 
designed  to  protect  against  Insider  misconduct.  Some  states  appear  to  have  regu- 
latory provlsiona  along  these  Unea,  such  as  those  which  limit  or  preclude  loans 
to  Insiders.  Federal  statutes  dealing  with  flnantJal  Intermediaries,  such  as  the 
Investment  Company  Act  of  1040.  prohibit  certain  types  of  self-dealing  by  af- 
filiates unless  the  transactions  are  found  to  be  fair  and  permitted  by  Commis- 
sion rule  or  order.  (See  Sections  17(a),  17(b)  and  17(d)  of  that  Act)  The 
proposed  Insurance  Commission  could  be  granted  such  authority,  either  by  rule- 
making or  adjudicating  or  both,  over  transactions  betwe«i  insurance  companlea 
and  their  affiliates. 

An  alternative  means  of  approaching  the  desired  goal.  Involving  a  leaser 
amount  of  direct  governmental  regulation,  would  be  to  add  to  S.  1710  a  speclSe 
proTisIon  to  pfoblbit  sales  or  purchases  of  property  to  or  from  an  affiliate  of  an 
insorance  company,  or  the  rendering  of  services  by  such  affiliate,  unless  the 
affiliate  were  regularly  engaged  In  the  business  of  purchasing  or  selling  the  prop- 
erty or  services  and  the  consideradon  received  or  paid  were  anbstantlally  equiva- 
Imt  to  i^ces  or  rates  charged  or  received  In  arms-length  transactions  with  un- 
affiliated parties.  In  addition,  provision  might  be  made  for  approval  of  such  trans- 
actions by  the  disinterested  members  of  the  board  of  directors  of  the  Insurance 
coDwany  and,  in  the  case  of  possible  overreaching  of  its  affUlate,  the  directors  of 
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tbe  ftfflUate.  Of  conrse,  aay  propoaal  for  leglslatton  lurtdtlbltliig  self-deoUnc  as 
part  of  S.  1710  might  tend  to  dlMuade  Insurance  companlee  from  volontaiily  sub- 
lecOiiK  tbemselTes  to  Federal  r^nlatlon. 

I  tnut  that  the  foregoing  respanda  adequately  to  jour  requests.  If  70U  need 
further  bifonnatiou,  idease  let  me  know. 


Habou)  M.  Wiluaub,  Chairman. 

The  Chairman.  Senator  Sparkman. 

Senittor  Sfarkhan.  Thank  you,  Mr.  Ghairman. 

Mr.  Williams,  I  have  been  trying  to  read  your  statement  in  foil.  I 
must  confess  some  parts  of  it  seems  to  me  to  present  a  rather  glowaj 
picture.  I  was  looking,  for  instance,  at  your  discussion  of  the  ivationdl 
Pacific  case,  how  it  could  maneuver  as  it  did.  What  was  don©  with 
reference  to  any  enforcement  against  that  particular  company,  for 
instance } 

Mr,  WnxiAMs.  Well,  in  Ifatioruil  Pacific,  injunctive  relief  was 
rendered.  The  U.S.  District  Court  for  the  District  of  Columbia  ap- 
pointed a  receiver  over  National  American  Life,  which  was  the  com- 
pany which  was  being  abused.  Under  State  law  the  Louisiana  Insur- 
ance Commissioner  [Haced  Xational  American  Life  in  receivership, 
and  we  are  now  all  working  together  imder  a  stipulation  whereby 
Louisiana  and  the  receiver  have  assumed  joint  responsibility  for  the 
reorganization  of  the  company.  The  litigation  on  the  part  of  National 
American  Life  to  recover  what  is  due  it  is  ongoing,  and  it's  under  the 
continuing  cooperation  of  the  receiver  and  the  Commission  subject  to 
the  jurisdiction  of  the  Federal  court  in  this  district.  So  that  there  are, 
as  I  indicated,  injunctions,  and  I  believe  in  that  case  the  U.S.  district 
court,  by  consent,  barred  the  people  involved  from  being  officers  or 
directors  of  any  public  companies  for  up  to  10  years. 

Let  me  describe  this  more  generically  to  you.  What  we  try  to  do  in 
these  cases  is  obviously  enjoin  the  activity  and,  when  we  have  the  kind 
of  people  involved  in  that  injunction,  to  bar  them  from  being  officers 
of  any  public  companies  in  the  future  and  to  require  them  to  return 
the  funds  that  they  have  absconded  with.  In  some  cases  we  have  gotten 
really  very  extensive  returns  of  such  funds  to  the  insurance  company 
from  which  the  funds  came.  We  have  called  for  restructuring  of  the 
boards  of  directors  so  we  can  bring  some  independent  outside  people 
in  to  try  to  reestablish  a  good,  sound  insurance  company,  and  in  certain 
cases  appointed  a  receiver  where  there's  a  question  of  the  solvency  of 
a  company. 

Senator  Sfarrhan.  Now  I  notice  that  there  was  an  equity  receiver 
appointed  over  National  American. 

Mr.  Williams.  That's  right. 

Senator  Sparkman.  And  the  court  ordered  pursuant  to  a  consent 
decree  that  $1,100,000  be  returned  to  National  American.  About  $836,- 
000  has  been  returned  and  the  control  person  of  National  Pacific  has 
been  held  in  contempt  of  court  for  failure  to  return  tlie  remainder. 
Does  that  just  go  by  the  board  !  Is  there  hope  of  paying  up  the  balaJice 
of  that  ¥ 

Mr,  Williams.  I  believe  the  substantive  question  there  is  whether 
he  has  the  additional  funds  and  whether  w©  can  find  them.  We  haven't 
given  up  looking. 

Senator  Spabkman.  Well,  about  all  I  can  say  is  that  I  sympathize 
with  you  and  your  colleagues  who  have  to  try  to  untangle  these  things. 
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Mr.  Williams.  Senator,  these  cases  become  very  complicated,  and 
there's  a  real  element  of  a  shell  game.  As  Senator  Brooke  intimated, 
we  haven't  found  the  only  five  cases  in  existence.  That's  obvious.  Our 
sense  of  smell  is  not  that  good.  So  we  must  assume  that  there  are  more, 
and  yet  I  don't  know  whether  to  be  gloomy  about  it.  You  know,  there 
are  scoundrels  in  all  industries,  and  I  hate  to  blanket  another  industry 
with  another  level  of  regulation  unless  we  know  with  a  high  level  of 
confidence  and  have  sustained  the  burden  of  proof  that  it's  necessaiy. 

Senator  Brooke.  You  cant  do  that  with  a  six-man  sta£F  very  well, 
could  you  i 

Mr.  Williams.  No,  sir. 

Senator  Spabkman.  Well,  tJiank  you  very  much,  Mr.  Chairman. 

TheCHAiRHAN.  Senator  Lugar. 

Senator  Lugah.  Chairman  Williams,  I  would  like  to  ask  you  some 
questions  really  ]U8t  based  on  your  overall  lifetime  of  experience  with 
money,  securities,  and  business  affairs.  These  are  more  broadly  philo- 
sophical questions,  but  I'm  intrigued  by  just  this  overall  thought  of 
what  is  likely  to  be  the  effect  of  a  Federal  plan  such  as  presented  in 
S.  1710  with  regard  to  new  entries  into  the  insurance  field.  My  general 
thought  is  simply  that  a  prejudice,  if  I  have  one,  is  that  it's  likely  to 
be  an  adverse  situation,  that  since  as  you  pointed  out  it  may  be  a  l>amc 
problem  that  lies  with  companies  that  are  small  now  and  that  are  over- 
reaching and  taking  abnormal  ri^is,  as  many  companies  will  do  when 
they  are  infant  ana  trying  to  reach  the  bigger  leagues,  but  does  this 
concern  you  if  the  thing  is  to  be  an  adverse  reaction,  that  one  effort  of 
moving  in  this  way  may  be  to  limit  entry  and  therefore  entrepreneurial 
situations  in  the  insurance  field  ? 

Mr.  WiLLLVMs.  I  havrai't  focused  on  that.  I  can  see  the  possibility.  I 
don't  know  how  to  evaluate  that.  I  could  see  that  certainly  that  could 
happen. 

Senator  Luoar.  Some  might  say  that  is  the  inevitable  course  of  al- 
most all  businesses  in  this  country,  that  we  are  moving  toward  a  con- 
centration which  relative  few  firms  in  any  field  final^  exist  and,  oa 
the  other  hand,  when  that  happens,  then  the  Federal  policy  beccHoes 
alarmed  and  suggests  either  an  antitrust  divestiture  or  any  number  of 
thoughts  about  how  to  scatter  it  out  again. 

My  only  purpose  in  raising  the  question  at  this  point  is  to  say  it's 
during  this  type  of  consideration  that  sometimes  we  can  compress  firms 
into  fewer  and  fewer  and  larger  and  larger  because  they  are  safer  by 
and  large  to  be  seen,  regulated,  audited  m  a  way  in  which  the  entry 
problem  cannot. 

Let  me  ask  you  this  question.  What  is  your  overall  reaction  as  you 
look  at  this  legislation  in  terms  of  the  cost-benefit  ratio  to  maybe  sev- 
eral entities?  One,  I  suppose  the  general  public  in  terms  of  any  tax- 
payer funds  that  may  finally  get  involved  in  this,  or  to  the  insurance 
industry  as  a  whole,  whether  policyholders,  investors  or  ajiybody  who 
would  be  losing  a  good  deal  of  money  in  the  regulatory  process  trying 
to  insure  some  other  things  ? 

My  first  reaction  in  listening  to  your  t^timony  is  that  you  may  feel 
that  by  and  large  State  regulatory  authorities,  the  Federal  Gtovem- 
ment  to  some  limited  extent,  maybe  the  industry  itself,  have  had  some 
j«iisonable  regulatory  results  that  probably  are  lees  expensive  than 
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what  we  are  looking  at  now,  but  given  the  hazards  of  the  course — and 
this  is  the  reason  n>r  the  consideration  for  the  legislation — what  is 
your  first  reaction  as  far  as  the  overall  oost-beneflt  ratio! 

Mr.  Williams.  This  will  be  a  qualitative  rather  than  a  quantitative 
assessment.  On  a  cost -benefit  basis,  I  don't  believe  that  t^e  cost  needs  to 
be  inordinate  and  that  the  balance  could  be  pretty  good  between  the 
cost  and  the  benefit.  My  question  is  more  a  philosophical  one  than  a 
cost-benefit  one.  I  say  it  should  be  pretty  good  in  the  sense  that  if 
indeed  the  legislation,  as  I  read  it — and  I  don^t  know  quite  how  all  this 
would  work — if  indeed  it  would  obviate  the  necessity  for  insurance 
companies  to  eo  to  all  50  States,  which  is  true  on  the  part  of  some,  for 
rate  setting,  tTiat  would  be  an  attraction.  They  might  well  prefer  U> 
take  chances  in  SO  States  than  to  get  a  no  answer  in  one  jurisdiction. 
So  maybe  in  some  ways  it  may  be  more  onerous,  and  in  some  ways  it 
may  become  less  onerous  to  the  companies  involved. 

But  in  terms  of  cost,  I  can  see  some  cost  pluses.  In  terms  of  efficiency 
of  the  guarantee  program,  I  can  see  some  pluses  there  as  well.  In 
tenns  of  the  building  up  of  the  bureaucracy,  I'd  say  with  a  pretty  hi^h 
level  of  confidence  that  it  would  build  one  and  that  it  probably  will 
exceed  by  a  major  order  of  magnitude  the  number  of  people  that  might 
become  unemployed  at  the  State  regulatory  agencies  level ;  and  it 
would  certainly  mean  more  people  in  the  insurance  companies  as  well. 
So  I  do  see  more  people  involved.  I  see  the  potential  for  some  effi- 
ciencies from  the  insurance  ctmipanies'  standpoint.  And  I  guess  I'd 
say  if  we  can  indeed  avoid  the  kinds  of  opportunities  or  reduce  the 
likelihood  of  the  kinds  of  opportunities  that  we  have  talked  about  in 
our  enforcement  cases,  I  think  qualitatively  speaking,  without  having 
to  put  a  pencil  to  it,  the  cost-benefit  balance  isn't  too  bad.  So  I  do  come 
back  to  my  first  concern  which  is  the  philosophical  concern :  Whether 
we  need  blanket  Federal  regulation  to  deal  with  the  problem  that  is 
not  necessarily,  as  I  would  see  it  at  this  point,  a  generalized  problem 
in  the  industry. 

Senator  Jjvoar.  But  at  least  if  you  were  weiring  that  here,  is  it  &ir 
to  say  you  do  not  see  an  obvious  or  sort  of  an  insuperable  plus  or  minus 
to  the  thing!  It's  sort  of  in  the  margin  as  to  how  it  might  come  out? 

Mr.  WiLUAMS.  That's  right. 

Senator  Lugar.  And  I  would  just  raise  the  question — and  maybe  the 
answer — for  the  record,  that  you  also  see  and  very  frankly  have  stated 
that  a  fair  number  of  people  will  be  involved  ultimately  in  doing  this, 
and  I  mention  this  simply  because  it's  during  moment  like  this  that 
agencies  are  created  and  that  a  substantial  bureaucracy  begins  to  occur 
and  something  disappears  because  the  possibility  of,  it  seems  to  me, 
ever  unwinding  all  of  this  is  probably  remote,  at  least  during  our  life- 
times. So  I  think  this  is  an  important  consideration. 

Let  me  ask  one  final  ijuestion.  Senator  Brooke  has  mentioned  in  his 
opening  statement  and  in  testimony  earlier  in  the  Congressional  Rec- 
ord severe  problems  of  casualty  insurance  firms  especially  in  1974r-76 
and  substantial  losses  during  that  period  of  time. 

To  what  extent  are  these  losses  or  are  other  problems  faced  by  ca»- 
ualty  insurers  a  question  of  the  ethics  and  morality  of  our  timeel  By 
that,  I  mean  very  aggressive  claims  pressed  by  many  policyholdenij 
sometimes  bordering  on  fraud,  sometimee  fraud,  simply  s  testing  ox 
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the  system,  and  a  very  aggressive  posture  of  really  going  after  every 
last  dollar?  In  other  words,  would  any  sort  of  regulation  or  guarantee 
that  we're  talking  about  today  face  up  to  that  issue  except  maybe  to 
suggest  that  greater  rates,  premiums  or  guarantees  had  to  be  imposed 
somewhere  simply  on  a  rough  calculation  as  to  the  aggressiveness  of 
the  people  searching  for  these  claims ! 

Mr.  Williams.  Senator.  T  think  it's  an  important  question.  Let  me 
answer  you  this  way.  I  think  that  the  problem  of  the  period  in  the 
early  1970'a  was  a  combination  of  several  things  which  all  came  to- 
gether to  result  in  high  underwriting  losses  and  inadequate  loss 
reserves — property  casualty  loss  reserves.  These  resulted  I  think  from 
several  factors  in  turn.  One  is  that  in  many  cases  strong  State  action 
to  hold  rate  increases  down  kept  the  revenues  down.  On  the  loss  side — 
the  claims  side — the  impact  of  inflation  and  the  tendency  for  claims  to 
be  litigated,  which  means  in  turn  that  the  settlement  period  between 
the  time  that  the  claim  arises  and  the  time  it's  finally  disposed  of,  has 
lengthened  out  enormously.  Couple  that  with  inflation  and  it  means 
that  the  final  settlement  exceeds  often  by  a  large  magnitude  what  the 
original  claim  estimate  was.  Add  to  that  the  fact  that  jury  verdicts 
have  gone  through  the  roof.  You  put  that  all  together  and  add  to  it 
the  tendency  in  my  judgment,  of  actuarial  studies  to  really  be  driv- 
ing through  a  rear-view  mirror — in  other  words,  actuarial  studies  ex- 
trapolate from  the  past.  When  the  circumstances  have  changed  from 
the  original  circumstances.  Where  inflation  rates  are  higher,  jury  ver- 
dicts are  higher,  and  the  tail  is  longer  on  these  claims,  you  can't  use 
traditional  actuarial  assumptions  to  arrive  at  a  reasonable  claim  loss 
reserve.  Accordingly,  the  reserves  are  inadequate,  and  despite  that,  un- 
derwriting losses  are  too  high.  Then  we  put  all  these  adverse  factors 
together  and  squeeze  them  against  the  fact  that  you  can  write  only  a 
certain  amount  of  insurance  according  to  the  amount  of  surplus.  This 
creates  all  kinds  of  pressure  to  keep  the  earnings  up,  and  there  is  a 
tendency  not  to  not  recognize  the  inadequacy  of  loss  reserves,  particu- 
larly when  you  can  justify  them  by  some  actuarial  study.  These  are 
Eroblems  that  I  think  have  to  be  dealt  with  really  by  the  industry  and 
y  the  accounting  profession  in  conjunction  with  the  industry.  I'm 
not  sure  that  having  them  federally  regulated  would  have  avoided 
the  kinds  of  problems  we  saw  in  the  1973-74  period. 

It's  a  long-winded  answer.  I'm  sorry. 

Senator  Lugab.  I  think  it's  a  very  important  answer  both  from  the 
standpoint  of  the  State  regulators  not  following  up  fast  enough  the 
inflationary  spiral  which  continues  and  very  special  problems  in  the 
insurance  field,  the  whole  problem  of  arson  now,  people  perhaps  burn- 
ing down  their  buildings  trying  to  get  settlements  and  liquidate  a  bad 
business  there.  AH  of  this  impacts  upon  what  you're  saying  essen- 
tially, that  these  are  areas  in  which  the  industry  itself  is  going  to  have 
to  grapple  with  some  new  assumptions,  new  actuarial  ideas,  and  that 
the  Federal  situation  we're  looking  at  today  probably  would  not  have 
had  a  major  influence  on  these  difficulties  which  really  are  the  root 
cause  of  these  underwriting  losses. 

Mr.  Williams.  I  think  there's  another  piece  of  that  that  comes  into 
play  also,  and  that  is  that  there  are  additional  ratios,  historic  ratios, 
as  to  the  amount  of  insurance  you  can  write  in  relation  to  the  surplus 
of  iJiB  company.  There's  some  question  at  least  as  to  whether  in  view 
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of  the  whole  inflationary  ttMid  there's  adequate  underwriting  capacity. 
If  that  becomes  a  question  I  presume  that  the  answer  would  be  that 
(he  ratio  of  insurance  written  to  surplus  will  grow.  I  believe  ihat 
during  the  1973-74  period  it  did  indeed  grow.  I  raise  that  as  an  im- 
portant issue,  however,  suggesting  a  possible  need  for  some  uniform 
Umits  on  the  overall  ratio  between  insurance  and  surplus.  But  I  sus- 
pect that  even  if  insurance  were  federally  reflated,  the  regulators 
would  not  put  a  lid  on  by  adopting  ratios  of  this  type  and  refusing  to 
let  the  companies  write  additional  insurance  if  there  was  a  national 
need  for  more  insurance. 

Senator  Lugab.  My  time  is  up,  but  I  think  my  observation  would 
be  the  same  as  yours.  With  6-  to  10-percent  inflation  compounded 
forever,  there  are  no  wavs  to  provide  actuarial  situations  and  insur- 
ance aside  from  what  is  being  suggested  now  with  social  security,  and 
that  is  tapping  the  general  fund. 

Thank  you. 

The  Chairhan.  Mr.  Chairman,  I  think  this  has  been  very  helpful. 
Your  responses  have  been  most  useful  and  the  last  interrogation  hy 
Senator  Lugar  is  especially  interesting.  I'd  just  like  to  ask  one  other 
question. 

Obviously,  competition  in  this  industry  it  seems  to  me  is  rather 
vigorous,  at  least  that's  my  impression.  I  could  be  wrong.  Competi- 
tion should  keep  prrauiums  reasonable  under  all  the  circumstances.  I 
don't  know  of  any  and  you  havent  told  us  of  any  and  perhaps  thera 
is  some,  but  I  don't  know  of  any  record  of  policyholders  losing  their 
coverage  because  of  insurance  companies  going  bellyup.  The  five  cases 
you  have  given  us — American  Commonwealth,  National  Pacific  which 
are  related  as  you  say,  GEICO,  Fisco.  and  Vanguard,  apparently  in 
none  of  those  cases  policyholders  actually  lost.  I  could  be  wrong  about 
that.  When  you  consider  the  fact  that  this  is  a  several-hundred-bil- 
lion-dollar industry,  it's  some  of  the  great  industries  of  this  country, 
it  seems  to  me  that  the  record  is  a  remarkably  good  one  in  terms  of 
protection.  As  I  say,  I  don't  know  of  any  substantial  losses.  Maybe 
there  are  some  we  don't  know  about  and  we  ought  to  find  out,  but  if 
there  were  I  would  think  we  would  have  people  letting  us  know  about 
that. 

So,  as  I  say,  it's  hard  to  see  that  there's  a  strong  case  for  a  substan- 
tial change  in  an  industry  that  seems  to  be  highly  competitive,  covering 
the  needs  of  our  country  substantially,  and  without  losses  that  I  have 
seen  documented. 

Senator  Bkooke.  Would  the  Senator  yield  ? 

The  Chairman.  Yes. 

Senator  Brooke.  I  agree  with  much  of  what  the  chairman  has  said, 
but  you  can't  overlook  what  happened  in  the  early  1970's.  You  can't 
overlook  $8  billion  in  underwriting  losses.  You  can't  overlook  what 
could  have  occurred  if  one  of  these  major  companies,  one  of  these 
giants,  went  under,  and  what  the  impact  would  have  been  on  policy- 
holders across  this  country.  1  don't  think  we  have  to  wait  until  the 
horse  gets  out  of  the  bam  before  we  act,  I  think  we  have  seen  the 
warnings.  I  certainly  hope  it  will  never  happen,  and  I'll  do  everything 
I  can  to  prevent  it,  but  you  can't  overlook  that  fact.  Even  though 
what  the  distinguished  chairman  has  said  is  true,  to  my  knowledge 
we  haven't  had  any  great  losses,  but  we  certainly  could  \\a')6\i'B.^^'2B» 
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great  losses.  The  s&me  thing  with  the  banking  system.  I  believe  that's 
why  we  have  the  FDIC.  So  I  fail  to  see  why  that  would  mean  that  we 
should  not  legislate  in  this  area. 

The  Chairman.  Thank  you  very,  very  much,  Mr.  Chairman. 

[The  following  additional  mat^al  was  received  from  the  SEC 
for  the  record :] 

SBCUBITIEB    ARD    ElXCBAHaE    COUIUSBIOH, 

WaaMiiOton,  D.C.,  Fetnitam  H,  1978. 
Hod.  IbVABD  W.  Bbooki. 
V.S.  Senate,  Wathington,  B.C. 

Dear  3enatob  Bbooke:  In  September  1S77,  I  teatifled  before  tbe  Committee 
on  Banking,  HonednK  aid  Urban  Affairs  concerning  8.  1710,  tbe  proposed  Federal 
Inaunnce  Act  of  1077.  M7  written  statement  described  several  enforcement  caaea 
the  Commission  lias  brought  against  insurance  companies  in  the  pest  year.  As  I 
said  at  that  time,  the  limited  number  of  these  cases  against  Insurance  companies 
makes  it  difficult  to  generalUe  about  abuses.  Accordingly.  I  thought  It  would  be 
ot  assistance  to  bring  you  up  to  date  on  a  recent  Commission  enforcement  action 
with  respect  to  an  insurance  company. 

Tbe  Commission  recently  filed  a  comiAalnt  agalnt  Sierra  Life  Insurance  Com- 
pany,' which  Illustrates,  not  only  alleged  violations  of  the  federal  securities  laws, 
but  also  the  failure  of  Sierra  to  comply  with  state  reporting  requirements.  Those 
reporting  requirements  are,  of  course,  the  predicate  for  the  Section  12  (g)  (2)  (O) 
exemption  from  the  reporting  requirements  of  the  Securities  I^change  Act  of 
1934  for  Insurance  companies. 

As  described  in  more  detail  in  the  Commission's  litigation  release  and  com- 
plaint, copies  of  which  are  enclosed,  the  Idaho  Insurance  Commissioner  ordered 
Sierra  to  divest  Itself  of  certain  assets  which  did  not  conform  to  Idaho  Insurance 
Code  requirements.  In  connection  with  the  sale  of  these  assets,  the  chairman  of 
tbe  board  and  president  of  Sierra,  and  other  defendants,  all^edly  engineered  a 
premium  sale  of  the  directors'  Sierra  stock  at  a  price  of  $1S  per  share.  Concur- 
rently, Sierra  agreed  Co  sell  200,000  original  shares  of  Its  stock  to  the  same  buyers 
at  $4.00  per  share.  The  complaint.  In  addition  to  seeking  an  injunction,  seeks 
disgorgement  of  profits  from  the  oflkers  and  directors  of  Sierra  who  engaged  la 
this  transaction. 

The  Commission's  complaint  also  alleges  that  the  annual  statements  and  sup- 
plemental documents  for  1973  through  1978  filed  with  the  state  Insurance  author^ 
ities,  as  well  as  proxy  materials  and  annual  reports  distributed  to  stockholders, 
contained  false  and  misleading  Information  concerning,  among  other  things,  of- 
ficers' and  directors'  participation  in  material  transactions  In  which  Sierra  was 
a  party  and  the  valuation  of  certain  Sierra  assets.  Also  alleged  in  the  complaint 
is  the  fact  that  the  Idaho  Insurance  authorities  were  not  fully  informed  as  to 
material  facts  concerning  Sierra. 

I  hope  that  this  Information  will  assist  the  Committee  In  Its  consideration  of 
legislation  concerning  tbe  Insurance  Industry.  II  I  can  provide  any  further  in- 
formation, please  let  me  know. 
Sincerely, 

Hasolo  M.  Wtlixims,  Chairmom. 

Enclosures. 

I  From  SBC  docket  142B) 

LiTiQATiON  Release  No.  ffieO/JAwuABT  18.  1978 

S.E.C.  y.  SiEBRA  Life  Insubance  Coupanv,  et  al. 

(D.C.  Ida.,  Civil  Action  No.  78  1016) 

Jack  H.  Bookey,  Administrator  of  tbe  Seattle  Regional  Office  of  the  Securities 
and  Exchange  Commission,  announced  that  on  January  6,  1977,  the  Commission 
filed  a  complaint  in  tbe  U.S.  District  Court  of  the  District  of  Idaho,  In  Boise, 
seeking  to  enjoin  Sierra  Life  Insurance  Company.  Greater  Idalio  Corporation, 
Fred  M.  Frazier,  Lyle  P.  Frazler  and  Robert  R.  NunneUey,  all  of  Twin  Falls, 

>S£C  r.  Binra  lAft  InMnmea  Oemrang  «l  ol.  (D.C.  Idabo,  CA  TS-IOM). 
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Idaho,  Natl«Mial  Fnndlns  CorporaUon  of  Santa  Ana,  California,  Powder  Uoon- 
taln  Ski  Corporation  of  Los  Angeles,  California,  A.  Bob  Jordan  and  Dalbar 
Corporation,  both  of  Oklahoma  CUr,  Oklahoma,  Lndle  H.  McCllntodi  of  Pltts- 
fleld,  lUlnola,  I^le  M.  Jooea  of  Hansm,  Idaho.  Carl  D.  Bttlnger  and  Sandia  life 
Insurance  Company,  botb  of  Albuquerque,  New  Mexico,  Floyd  Calrin  *"g"" 
of  Burley,  Idaho,  John  H.  Drlggers  <tf  Corona  del  Uar,  California.  John  Hadley 
of  San  Clemente,  California,  Rndtdph  D.  Lang  of  Las  Vegas,  Nevada,  and 
Claude  T.  Rowe  of  Westminister,  Callfomla,  from  farther  rtolatltms  of  the 
anti-fraud,  reporting,  and  proxy  provisions  of  the  federal  securities  laws. 

The  complaint  Meks  an  injunction  against  farther  violations  of  Section  17(a> 
of  the  Securities  Act  of  1033  and  Sections  10(b).  13(a),  13(d)  (1),  14(a),  and 
ie(a>  of  the  Securltiee  Bxcbange  Act  of  1984  and  Rules  10b~5,  I3a-l,  I3a-ll, 
13a-13.  13d-l,  l^a-O,  and  Ida-l  thereunder.  In  addition  the  comirialnt  seeks  dis- 
gorgement of  profits  from  certain  officers  and  directors  of  Sierra,  including  the 
Fraxiers,  Jones,  and  HcCUntock,  and  from  others  wbo  acted  in  concert  with 
them  in  engaging  In  fraudulent  transactions  involving  sales  of  Sierra  inaidor 
stock. 

According  to  the  complaint,  the  defendants  began  their  violative  conduct  after 
the  Idaho  Insurance  Commissioner  ordered  Sierra  to  divest  Itself  of  certain 
assets  which  did  not  conform  to  Idaho  insurance  code  requirements.  During  the 
negotiations  for  the  sale  of  these  assets,  which  Included  the  stock  of  Greater 
Idaho  Corporation,  a  12(g)  Bichange  Act  subsidiary  of  Sierra,  the  chairman  of 
the  board  and  president  of  Sierra.  Fred  M.  Fr&zler,  and  other  defendants 
allegedly  engineered  a  premium  sale  of  the  Sierra  directors  shareholdings  of 
Sierra  stock  at  a  price  of  $1ES  per  share  to  the  buyers  of  Sierra's  Greater  Idaho 
stock  in  December,  IQti  concurrently  with  Sierra's  agreement  to  sell  200,000 
original  shares  of  Sierra  stock  to  the  same  buyers  at  a  price  of  S4.S0  per  share. 

UnrncD  States  Distbict  (Doubt  fob  tax  Distbici  of  Idaho 

(Civil  action— File  No.  78-1016) 

COMPLAINT  FOR  INJUNCTION  AND  ANCILLARY  RELIEF 

SxcnsTriKB  and  Exchamge  Comuissioh,  pixaintiff, 


SiERKA  Life  Insurance  Coupant  (an  Idaho  CoaposATioy ) ,  Sandia  Life  Iir- 
SUKANCG  COMPA«r  (a  Nbw  Mbiico  Cobpoeation),  Gbeater  Idaho  Corpoba- 
Tios  (AN  Idaho  Cobpobatios),  Natjobal  Fukdiso  Cobpobatton  (a  Califcwnia 

COBPOBATION  ) ,  POWOER  MOIISTAIH  SKI  COBPORATION  (A  COIXBADO    CORPORATION), 

Dalhar  Corpokation  (an  Oklahoua  Corporatiok),  Feed  M.  Fbazier,  A.  Bob 
Jordan,  Carl  D.  Ettinoeb,  Lxle  F.  Frazieb,  Lyle  AI.  Jones,  Lucile  H.  Mc- 
Clintcck.  Robert  R.  Nunnelley,  Floyd  Calvin  Anolin,  John  M.  Driooebb, 
John  Hadley,  Rudolph  D.  Lano,  and  CIaude  T.  Rowe,  defendants. 

1.  The  Securities  and  Exchange  Commisston  ( "Commission" )  for  its  complaint 
alleges  upon  tnformstlon  and  belief  that  the  above-nam(>d  defendanffi  have  en- 
gaged, are  now  engaging  and  are  about  to  engage  In  acts  and  practices  which  con- 
stitute and  will  constitute  violations,  and  the  aiding,  abetting,  and  causing  of 
rlnlatloDS.  of  Section  lT(a)  of  the  Securities  Act  of  1933,  as  amended  [15  U.8.G. 
77q(a)],  and  Sectitms  10(b),  13(8),  13(d)(1),  14(a)  andie(a)  of  the  Securities 
Exchange  Act  of  1934,  as  amended  [15  L'.S.C.  78](b),  m(a),  m(d)(l), 
n(al.  p(a)],  and  Rules  17  CFK  240.10b-^'>,  17  CFR  240.13a-l.  17  CFB  240.  13a- 
11.  17  CFR  240.13a-13,  17  CFR  140.13d-l.  17  CFR  240.14a-9,  and  17  CFR 
240.1(te-l  thereunder;  and  plaintiff,  pursuant  to  Section  20(h)  of  the  Securities 
Act  of  1933,  as  amended  [15  U.S.C.  77t(b)]  and  Sections  21(d)  and  21(e)  of 
the  Securities  Eichange  Act  of  1934,  as  amended  [15  U.S.C.  78u{d)  and  (o)], 
lirinpi  this  action  to  enjoin  such  acts  and  practices. 

2.  The  defendants  will,  unless  restrained,  enjoined,  and  subjected  to  compliance 
orders  of  the  Court,  contlnup  to  engage  In  the  acts  and  prices  set  forth  In  this 
complaint  and  acts  and  practices  of  similar  purport  and  object. 

3.  This  Court  has  Jurisdiction  of  this  action  under  Section  22(a)  of  the  Securi- 
ties Act  of  1933.  as  amended  [IB  U.S.C.  77v(a)]  and  Section  27  of  the  Securities 
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Act  of  iaS4,  as  amended  [15  U.S.C.  7Saa),  as  hereinafter  more  fuUy 
awears. 

4.  The  acta,  practices,  transactions,  and  conrse  of  bnainesa  (Constituting  the  vio- 
lations alleged  herein  occurred  and  are  occurring  within  ttie  District  of  Idaho 
and  elsewhere. 

5.  The  defendant  Sierra  Ufe  Insurance  Company  ("Sierra"),  of  Twin  Falls, 
Idaho,  was  incorporated  In  Idaho  on  or  about  NOTember  29.  1061.  At  all  times 
since  Its  Incorporation  Sierra  has  been  engaged  primarily  in  the  business  of 
selling  and  servicing  life  Insurance  contracts  in  Idaho  and  elsewhere,  and  in- 
vesting and  reinvesting  the  premium  income  It  has  received  from  such  contracts 
in  stocks,  bonds,  promlasory  notes,  real  estate,  real  estate  contracts,  real  estate 
mortgages  and  trust  deeds,  and  similar  investments.  From  time  to  time  prior  to 
December  31, 1972  Sierra's  onl;  outstanding  capital  stock  has  consisted  of  shares 
of  $1  per  stiare  par  value  common  voting  stocks,  of  which  there  were  761,408 
shares  outstanding  In  the  hands  of  approximately  6,200  shareholders  residing  In 
numerous  states  on  that  date.  While  the  number  of  Sierra  shard) olders  has 
remained  at  about  this  same  level  since  1973.  Sierra  now  has  961,468  of  Its 
shares  outstanding  as  the  result  of  Sierra's  Issuance  and  sale  of  200.000  addi- 
tional shares  of  Its  stock  to  defendant  National  Futiding  Corporation  {"National 
Funding."  a  California  corporation  whose  last  known  place  of  business  was  lo- 
cated in  Santa  Ana.  California)  on  or  about  December  18,  1074.  The  stock  of 
Sierra  has  been  regularly  traded  by  use  of  the  mails  and  the  means  and  In- 
strumentalities of  interstate  commerce  over  the  past  ten  jears  or  more, 

6.  The  ttefendant  Fred  M.  Frader  ("Frazier")  is  a  reddent  of  Twin  Falls, 
Idalio.  For  more  tlian  the  past  ten  years  Frader,  sometimes  acting  with  the 
asalstasce  of  one  or  more  of  the  other  defendants  named  herein,  including  but  not 
limited  to: 

Name  of  de/endant  an4  relatiotitlUp  to  Sierra 

Carl  D.  Ettlnger  ("Dtdnger")  :  Stockholder  and  director  at  all  times  since  in- 
corporation, and  an  officer  since  about  April  1976 ; 

Lyle  F.  Frailer :  Stockholder  and  director  from  a  time  prior  to  1073  to  date 
hereof,  and  an  officer  since  about  April  1975 ; 

Jiohn  Hadley  ("Hadley")  :  Stockholder  (including  undivided  one-fifth  Interest 
in  200,000  shares  about  December  1974)  and  director  at  all  times  since  about 
April  1970: 

Lyle  M.Jones  ("Jones") : 'Stockholder  and  director  at  all  times  since  incorp(»a- 
tlon,  and  an  officer  during  1973  and  1974 ; 

A.  Bob  Jordan  ("Jordan")  ;  Attorn^  from  a  time  prior  to  1970  to  date  hereof, 
and  mortgagor  sluce  late  January  1975 ; 

Rudolph  D.  Lang  ("Lang")  :  Stockliolder  (undivided  one-flfth  Interest  In  200,- 
000  shares  about  December  1974)  and  director  from  about  December  19,  1074  to 
February  27, 1075; 

Ludle  H.  McCllntock  ("HcClintock")  :  Stockholder  and  director  at  all  times 
since  Incorporation,  and  an  officer  during  1974, 197G  and  1976 ;  and 

Robert  B,  Nunnelley  ("Nunnelley")  :  Stockholder,  officer  and  director  fr<Bn  a 
time  prior  to  1974  to  date  hereof ;  has  contlnned  to  control,  dominate  and  manage, 
directly  and  indirectly,  the  business  affairs  of  Sierra,  Its  sabsldlary  corporations, 
and  oUier  affiliated  persons,  and  other  corporations  which  were  indebted  to 
Sierra,  primarily  through  his  ownership  of  common  stock  of  Sierra,  its  sub- 
sidiaries, and  otber  corporations,  and  in  his  positions  as  an  officer,  director,  chair- 
man of  the  board  of  directors,  and/or  creditor  of  the  foregoing  corporations,  in- 
cluding his  position  from  time  to  time  as  a  guarantor  of  the  financial  obligadona 
of  one  or  more  of  tbem. 

7.  Since  about  June  1072  defendant  Greater  Idaho  Corporation  ("Qreater 
Idaho,"  an  Idaho  corporation  organized  in  1060)  of  Twin  Palls,  Idaho  has  had 
its  10^  per  share  per  value  voting  common  stock  r^stered  with  the  Commission 
pursuant  to  Section  12(g)  (1)  of  the  Exchange  Act,  making  the  company,  Its  of- 
flcers,  directors,  and  certain  persons  who  then  or  thereafter  held,  acquired  and/or 
disposed  of  its  stock  subject  to  the  anti-^aud,  filing  and  reporting  requirements 
of  Sections  13(a),  13(d)(1),  14(a)  and  16(a)  of  the  Exchange  Act  and  the  Gam- 
mission's  rules  and  regulations  duly  promulgated  thereunder.  The  company  has  no 
other  capital  stock  outstanding.  As  of  June  30.  1976  the  company  had  68,688,782 
shares  of  Its  stock  outstanding  In  the  hands  of  about  S,S64  shareholders ;  and  its 
assets,  on  a  cranbined  baMs  wlUi  Its  three  wholly  owned  subsidiaries,  including 
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Begal  Mann&ctiirliig  Company  ("Begal"),  were  valned  by  the  company  at  more 
tban  $10  million. 

8.  Greater  Idabo  was  a  majority-owned  (68^  or  more)  sobsidlmry  of  Sierra 
from  ISSO  imtil  abont  Jane  6,  1974,  when  Sierra  contracted  to  sell  all  of  its 
Greater  Idaho  stock  to  Best  National  EnterprUefl.  Inc.  ("Best  National")  of  GU- 
cago,  Illlnots.  Sierra  regained  operatlns  control  of  Greater  Idaho  from  Beet  Na- 
tional about  October  28,  1974  after  It  became  apparent  to  Sierra  that  Best  Na- 
tional woold  soon  be  la  defanlt  with  respect  to  the  latter's  contract  to  purchase 
tbe  Greater  Idaho  stock.  When  the  default  occurred  on  December  16,  1974, 
Siwra,  wbldi  since  about  June  6,  1974  had  retained  the  Greater  Idaho  stock  oo 
a  i^edse  fnnn  Best  National,  foreclosed  the  pledge  and  claimed  beoofldal  ownae- 
ship  of  the  tiiares. 

ft.  Defendant  Powder  Honntalu  Corporation  ("Powder  MonntBln")  is  a  <3olo- 
rado  corporation  which  maintains  its  principal  office  in  Los  AnKCles,  California. 
About  December  IS,  lff74  Powder  Mountain,  acting  as  nominee  for  a  five-man 
Joint  venture  composed  of  defendants  Floyd  Calvin  Anslin  (''Anglln"),  John  M. 
Drl^Kers  ("Driggers"),  John  Hadley  ('■Hadley"),  Rudolph  D.  Lang  ("Lang"), 
nnd  Claude  T.  Rowe  ("Howe"),  contracted  to  purchase  Sierra's  stock  In  Greater 
Idaho.  These  five  men,  hereinafter  sometimes  referred  to  as  the  "Powder  Moun- 
tain group,"  cause  themseWes  to  be  elected  officers  and  directors  of  Greater 
Idaho  and  thereafter  continuously  occupied  the  same  or  similar  positions,  as 
indicated : 

Nome  of  defendant  and  tubtequeiit  relationsKijt  to  Greater  Idaho 

Anglln  :  Director  and  an  officer  at  all  times  since  about  December  18,  1974 ; 

Drivers :  Director  at  all  times  since  about  December  18,  1074,  and  an  officer 
from  that  date  to  abont  mld-19Td ; 

Hadley ;  Director  at  all  times  since  about  December  18,  1974,  and  an  officer 
from  that  date  until  November  197S  or  thereafter ; 

Lang:  Director  and  an  officer  from  about  December  IS,  1074  to  mld-1978;  and 

Rowe :  Director  and  an  officer  nt  all  times  since  about  December  18,  1974. 

The  defendant  Jordan  was  the  recording  secretary  of  Greater  Idaho  during 
197S.  and  he  has  been  a  director  of  Greater  Idaho  and  its  various  subsidiaries 
since  about  March  13, 1976. 

10.  The  defendant  Daliiar  Corporation  ("Dalhar,"  an  Oklahoma  corporation 
wbose  last  known  place  of  business  was  located  in  Tustin,  California)  was  orga- 
nized in  March  1975  by  Jordan,  who  was  acting  in  behalf  of  the  Powder  Moun- 
tain group,  primaril.v  for  the  purpose  of  placing  in  Dalhar  most  of  the  assets 
and  liabilities  of  Che  Powder  Mountain  group  which  had  been  acquired  or  In- 
curred by  Its  members  and  its  nominee  corporations.  Powder  Mountain  and 
N'ational  funding,  during  November  and  December  1974  in  the  course  of  con- 
tracting to  purchase  from  Sierra  200.000  shares  of  Sierra  stock  and  Sierra's 
control  stock  in  Greater  Idaho  and  Western  Skies  Corporation  ("Western  Shies," 
a  New  Mexico  corporation  engaged  in  tbe  motel  business  in  Albuquerque),  and 
in  contracting  to  purchase  at  $15  or  more  per  share  a  total  of  141,000  shares  of 
■''ierra  stock  from  Frazier,  Jones,  McCliiitock,  Lyle  F.  Frazler,  Clarence  M. 
Chick  ("Chick,"  a  director  of  Sierra  immediately  prior  to  December  19,  1974) 
of  Twin  Fails,  Idaho,  Glenda  McGreer  ("McGreer,"  who  was  then  Frazier's  per- 
sonal secretary)  of  Twin  Falls,  Idaho,  and  Robert  E.  Veeh,  ("Veeh,"  who  was 
and  is  a  son-in-law  of  Frazier)  of  Twin  Fails,  Idaho.  Dalhar  acquired  the  fore- 
going assets  and  iiabiUties  about  April  1SI75,  making  it  the  parent  corporation  of 
Greater  Idaho,  a  position  which  it  has  retained  to  the  present.  At  aU  times  since 
1972  Frazier  has  been  the  npxt  to  the  largest  holder  of  Greater  Idaho's  coomion 
stock,  holding  nearly  2  million  shares  of  the  stock  throughout  this  period. 

11.  The  defendant  Saudla  Life  insurance  Company  ("Sandia,"  a  New  Mexico 
corporation  which  is  maaaged  from  the  Twin  Falls,  Idaho  office  of  Sierra), 
is  a  wholly-owned  subsidiary  of  Sierra  which  the  latter  organized  In  Decem- 
ber 1975  (with  assets  stated  as  of  December  31.  1975  in  the  amount  of  $10,426,- 
436,  liabilities  $9,722,817,  capital  $200,000  and  surplus  $503,610)  and  which 
Sierra  has  used  since  that  time  principally  to  hold  and  service  Insurance  con- 
tracts which  Sierra  and  its  predecessors  in  interest  had  entered  Into  with  per- 
sons who  were  not  residents  of  Idaho,  and  to  hold  and  manage  those  assets 
which  Sierra  had  contracted  to  purchase  In  November  and  December  1974  from 
the  Powder  Mountain  group.  Since  its  Inception,  the  officers  and  directors  ot 
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Sandla  bave  been  persons  who  also  were  officers  and/or  directors  of  Sierra,  In- 
cladlDK  Ettinger.  Frazler,  Hadley,  Jones,  McCUntock,  Nunnelley,  aod  L;le  F. 

12.  From  a  time  prior  to  1006,  defendant  Jordan  bas  contlnned  to  be  a  lawyer 
realdlng  In  Oklahoma  City,  Oklabama.  In  numerous  ocoaslong  since  about  mld- 
1906  he  has  provided  l^al  advice  and  other  legal  services  to  Praiier,  Sierra, 
Dalbar,  Sandia.  Greater  Idaho,  Powder  Mountain.  National  Funding,  tbeir 
subsidiaries,  officers,  directors,  and  other  affiliated  persons,  Inclnding  the  Powder 
Uoontaln  Group,  and  Idaho  Investment  Corporation  (a  corporation  enjoined 
by  the  conrt  in  August  1966  from  fnrtlier  violations  of  the  reglBtratlon  and  anti- 
fraud  provisions  of  federal  securities  laws  In  8.E.C.  v.  Idaho  Invehtment  Corpora- 
tion and  Fred  M.  Frazier,  Civ.  File  No.  1-6-69,  and  which  was  merged  into 
Greater  Idaho  in  late  1972  ttarough  the  efforts  of  Frazier  and  Jordan),  many 
of  which  serviceB  Jordan  provided  wtille  he  was  {dtyslcally  present  within 
the  District  of  Idaho. 

13.  Defendant  AngUn  Ig  a  resident  of  Bnrley,  Idaho,  and  he  transacts  busi- 
ness in  that  state. 

14.  Defendant  Drtggers  is  a  resident  of  Corona  del  Mar.  California. 

15.  Defendant  Ettinger  Is  a.  resident  of  Albuquerque,  New  Mexico  who  trans- 
acts business  in  Idaho  as  a  stockholder,  officer  and/or  director  of  Sierra  and 
Sandia. 

16.  The  defendants  Lyie  F.  Frazier,  Jones  and  Nunnelley  are  residents  of 
Twin   Falls,  Idaho.   Lyle  F.  Frazier  la   the  son  of  defendant   Fraeler. 

17.  Defendant  Hadley  Is  a  resident  of  San  Clemente,  California  who  transacts 
business  in  Idaho. 

18.  Defendant  Jones  Is  a  resident  of  Kimberly,  Idaho. 

19.  Defendant  Lang  is  a  resident  of  Las  Vegas,  Nevada  who  transacts  busi- 
ness in  CalifoTola. 

Defendant  McCUntock  Is  a  resident  of  Plttsfleld,  lUlnois  who  transacts  busi- 
ness In  Idabo  as  a  stockholder,  officer  and/or  director  of  Sierra  and  Sandia. 

21.  Defendant  Rowe  is  a  resident  of  Westminster,  California  who  transacts 
business  in  Idaho 

Count  I 

Section  17(a)  of  the  SecuriUes  Act  of  1983 

11BD.S.C.  77g{a)] 

Section  10(b)  of  the  Securities  Exchange  Act  of  1934 

(18  D.S.a  78j(b)] 

Rule  17  CFR  240.10b-e 

22.  Paragrapbs  1  through  21  are  hereby  realleged  and  incorporated  herein 
by  reference. 

2S.  Since  about  August  1973  the  defendants,  singly  and  in  concert,  and  aiding, 
abetting,  and  causing  each  other  to  engage  in  the  following  conduct,  liave  t>een 
aod  now  are,  by  use  of  means  and  instruments  of  transportation  and  communica- 
tion in  interstate  commerce  and  the  malls,  in  the  oITer  and  sate  of  the  common 
stock  of  Sierra,  Greater  Idaho,  Western  Skies,  and  United  Industries,  and  bonds 
and  promissory  notes  of  various  issuers,  and  in  connection  with  purchases  and 
sales  of  those  securities,  on  the  open  market  and  otherwise,  directly  and  In- 
directly, employing  devices,  schemes,  and  artifices  to  defraud  existing  and  pro- 
spective owners  of  those  securities  (hereinafter  collectively  referred  to  as  "in- 
vestors," which  Includes,  among  other  persons,  brokers  and  dealers  who  ef- 
fected, and  those  who  gave  consideration  to  effetdng,  transactions  in  Sierra 
and  Greater  Idaho  stock),  making  untme  statements  of  material  facts  to  In- 
vestors and  omitting  to  state  to  them  material  facts  necessary  in  order  to  make 
the  statements  made,  in  light  of  the  circumstances  under  which  they  were  made, 
not  misleading,  and  engaging  In  fraudulent,  manipulative,  and  deceitful  acts, 
practices,  transactions,  and  a  course  of  business  which  would  and  did  operate  as 
a  fraud  and  deceit  upon  the  Investors,  as  more  particulariy  described  in  para- 
graphs 24,  25  and  26  of  this  Court. 

24.  As  a  part  of  the  defendants'  conduct  described  in  paragraph  28  above,  the 
defendants  aided,  abetted  and  caused  each  other  to  engage  In  various  manipula- 
tive, deceitful  and  fraudulent  acts  and  practices,  Inclndlng  but  not  limited  to 
£iia0e  Mcts  BB  dpracUces  described  in  paragraphs  26  and  26  hereof,  and  in  those 
aet  forth  below : 
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A.  On  or  &boat  June  7,  19T4  Fnxler,  aided  and  abetted  bj  Sierra,  Greater 
Idabo,  Bttinger,  Nimnelley,  and  Jordan,  caused  Greater  Idaho  to  convey  to 
Praaler  free  and  clear  title  to  ai^roxlmately  IB  blocka  ol  land,  aad  an  additional 
ITS  lots  of  land,  all  In  Antelope  Valley  SnbdiTlBlon  Units  A  and  B  located  In 
Custer  Connty,  Idabo  for  wbicb  Prater  gave  little  or  nothing  of  valne  In 

B.  Daring  November  and  December  19T4  tbe  Powder  Mountain  group,  aided 
and  abetted  by  Sierra,  Frasier,  Jordan,  Jones,  Ijyle  F.  Prazler,  Hc<^ntock, 
SttlDKer,  Nunnelley,  Powder  Mountain,  National  FandlaK,  Cbick,  McGreer,  and 
Veeb,  contracted  to  acquire  control  of  Sierra  from  and  tbrough  Frazier  and  Chick 
by  entering  Into  contracts  for  the  purchase  of  141,000  abarea  of  personally-owned 
Sierra  stock  at  a  price  of  (15  or  more  per  sbare,  the  foregoing  defendants  well 
knowing  at  the  time  that  the  contracts  to  purchase  the  pernooaUj-owned  shares 
were  part  of  a  frandnlent  plan  and  scheme  contrived  by  tbe  defendants  and 
others  which  required  and  cansed  the  Powder  Mountain  group  to  purchase  from 
Sierra  200,000  shares  of  its  original  iBSue  stock  at  a  price  of  $4.S0  per  share, 
plus  Sierrs's  stock  interests  In  Greater  Idaho  and  Western  Shies,  In  exchange 
for  assets  of  doubtful  value  In  the  form  of  bonds,  notes,  real  estate  mortgages 
and  trust  deeds,  and  stock  of  United  Industries,  Inc.  ("United  Industries,"  an 
Idaho  corporation). 

C.  Commencing  about  December  1974,  in  connection  with  Sierra's  sale  of 
200.000  Htiarea  of  its  original  Issue  stock  to  the  Powder  Mountain  group,  Fra- 
sler.  aided  and  abetted  by  Jordan,  Anglln,  Drlggers,  Hadley,  Lang,  and  Rowe, 
claimed  and  thereafter  held  the  200,000  shares  as  a  pledge  to  himsetf  from  tbe 
Powder  Mountain  group  to  secure  payment  of  his  December  30,  1974,  executory 
contract  to  sell  124,000  shares  of  Sierra  stock  Co  the  Powder  Mountain  group  at 
$15  per  share,  notwithstanding  tbe  foregoing  defendants  then  knew  or  had  reason 
to  believe  that  Frazler  was  not  lawfully  Mitltled  to  receive  and  hold  tbe  shares  aa 
pledged  for  his  own  account. 

D.  During  the  period  from  about  June  to  October,  1975,  Sierra,  Dalhar,  and 
Greater  Idaho,  aided  and  abetted  by  the  other  defendants,  made  and  caused  other 
persons  to  make  oral  and  written  statements  to  representatives  of  the  Idaho 
d^airtment  of  insurance  which  defendants  then  knew  or  had  reason  to  believe 
were  false  and  misleading  as  to  material  facts  concerning  the  capabilities  of 
Greater  Idabo  and  Dalhar  to  satisfy  the  obligations  they  then  owed  to  Sierra, 
and  as  to  the  fair  value  of  Slerra'*i  admitted  assets  as  of  December  31,  1974. 

E.  In  December  11175  l-'razier,  aided  and  abetted  by  the  other  defendants,  im- 
properly claimed  and  theireafter  held  as  beneficial  owner  the  200.000  shares  of 
Sierra  stock  described  in  subparagraph  C  above,  as  the  foregoing  defendants 
then  well  knew  or  bad  reason  to  believe. 

25.  As  a  further  part  of  the  defendants'  conduct  described  In  paragraph  23 
above,  and  to  concenl  material  facts  from  investors,  Btate  insurance  authorities, 
and  others,  the  defendants  aided,  abetted  an  caused  Sierra  to  distribute  by  mall 
to  investors,  state  insiirsnce  authorities,  and  other  persons  cojries  of  the  follow- 
ing documents : 

Sierra's  annual  statements  and  supplemental  documents  for  1973  through  1976 
filed  with  state  insurance  authorities ; 

Sierra's  notice  of  annual  stockholders'  meetings,  and  related  proxy  material 
which  included  Sierra's  annual  report  to  stockholders  for  the  preceding  year; 

A  conlldentlal  report  to  policyholderB  of  Sierra  which  was  distributed  to  Sierra 
stockholders  and  |kj1  ley  holders  in  March  197fl; 

A  reiwrt  to  Sierra  Hlockholders  dated  September  I,  1977.  and  sent  to  them  in 
October  1977,  which  contained  false  and  misleading  statements  of  material  facts, 
among  others,  to  the  following  effect : 

A.  The  year  1973  wa.'»  one  of  continued  financial  progress  for  Sierra :  whereas, 
in  fact,  as  defendants  omitted  to  disclose,  in  Augrust  1973  Sierra  had  been  ordered 
by  Idaho  insurance  authorities  to  dispose  of  approximately  40  percent  of  its  assets 
because  there  was  a  serious  doubt  In  tbe  minds  of  state  insurance  authorities  as 
to  the  admiKslbillty  of  those  assets  for  Insurance  reserve  purposes. 

B.  During  the  preceding  year  no  oHlcer  or  director  of  Sierra  had  any  material 
interest,  direct  or  indirect,  in  any  material  transaction  to  which  Sierra  was  or 

would  be  a  party ;  when  In  fact,  as  defendants  omitted  to  disclose,  the  defendant 
Frazier  bad  engaged  In  such  transactions  to  his  profit  aud  Iwneflt  during  1970, 

1972   1974,  1975,  and  1976,  and  the  defendants  Lyle  F.  Frazier,  Jones  and  Mc- 

Clintock,  together  vrith  Chick,  had  engaged  In  snch  transactions  to  their  profit 

and  benefit  during  1974  and  1976. 
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c.  The  December  1974  sale  of  Sierra's  InUrwte  in  '^'^^^ }^^^'^^l^ 
Sklee  to  the  Powder  Mountain  group  aUowed  Sierra  to  greatly  eidiMce  IW 
Si^rf  hlBb  yield  investments,  pardculariy  bonds  and  mortgages,  when  In 
truth  and  in  fact,  aadetendanta  omitted  to  discloae:         .      _  -  .h-  p^w^bf 

(1)  the  assets  which  Sierra  had  received  In  eschange  from  the  Powder 
Mountargroup  were  asseU  of  donbtfnl  .alue  to  Sierra  because  they  cou  d  uot 
be  sold  on  the  open  market  In  the  foreseeable  future  at  prices  near  or  in  ex- 
Sslof  the  valUM  at  ^Ich  Sierra  reflected  them  on  Its  books  and  records; 

(2)  the  Powder  Mountain  group,  its  members,  and  their  nominee  companies 
were  not  flnandBlly  capable  of  performing  their  contractual  obligations  to 
Sierra  at  any  time  In  the  foreseeable  future ; 

(3)  Sierra's  December  1974  transactions  with  the  Powder  MonnUln  group 
had  caused  or  would  cause  Sieirra  to  make  In  eicess  of  »1  million  In  loans  to 
members  of  the  Powder  Mountain  group  and  tbelr  affiliated  companies  during  tote 
1974  and  In  1975,  to  prevent  their  financial  collapse  and  to  provide  them  with 
funds  for  varions  purposes,  Including  funds  to  make  partial  payments  for 
personally-owned  shares  of  Sierra  stock  Which  the  l*owder  Mountain  group  had 
contracted  to  purchase  from  Frasler,  Lyle  r.  Fraaler,  Jones,  McCllntock.  Chick. 
McGreer,  and  Veelh  in  December  1974.  ^    ,^  ..„.. 

D.  All  assets  acquired  by  Sierra  after  June  3(),  1973  had  be«i  speciflcally 
approved  by  the  Idaho  director  of  Insurance  without  qiiailflcation  prior  to  audi 
acquisitions ;  whereas  In  truth  and  In  fact,  as  defendants  omitted  to  disclose. 
In  those  cases  where  audi  approval  was  given,  the  director  was  not  fully  in- 
formed, nor  ther«ifter  made  and  kept  fully  Informed,  as  to  nil  material  facts 
connected  with  a  given  acquisition. 

E.  Sierra  was  a  financially  sound  life  Insurance  company  because  the  value  of 
Its  admissible  aseeta  subsUntially  exceeded  the  combined  total  of  its  llabllltlea 
and  cairftal.  and  the  same  was  true  as  to  the  financial  condition  of  Sandia ;  when 
in  truth  and  in  fact,  as  the  defendants  omitted  to  disclose ; 

(1)  there  was  a  susbtantial  risk  that  Sierra  and  Sandia  were  InBolvent  or  on 
the  verge  of  insolvency ; 

(2)  other  defenrtants  had  onJusUy  Miriched  themselves  at  the  expense  of  Sierra 
and  its  public  shareholders ; 

(3)  The  annual  statements  of  Slcirra  and  Sandia  reflected  admitted  assets 
which  did  not  quall^  as  such  and/or  were  substantially  over-stated  as  to  the 
value  thereof. 

(4>  OtQier  defendantx  had  encaged  In  conduct  wltfch  resulted  In  Sierra  and 
Sandia  receiving  documents  at  title  and  transfer  of  title  to  assets,  which  docu- 
menta  had  been  substantially  back-dated  and/or  executed  by  persons  o*her  than 
those  who  purportedly  did  ao,  or  were  otherwise  executed  by  persons  who  lacked 
legal  authority  to  do  so ; 

(S)  Sierra  and  Sandia  had  made  and  would  make  loans  to  other  defendants 
and  their  afflUated  persona  under  circumstances  where  there  was  a  substantial 
risk  that  the  principal  and  Intereet  on  the  loans  would  not  be  paid  when  due: 
F.  In  connection  with  the  many  transactions  which,  directly  or  indirectly. 
stemmed  from  the  Idaho  insurance  department  order  of  several  years  ago  requir- 
ing Sierra  to  dispose  of  about  40%  of  Its  assets,  the  management  personnel  of 
Sierra  acted  at  all  times  with  complete  jiropriety  and  in  the  utmost  good  faith, 
kept  Sierra's  stockholders  fully  Informed  as  to  all  material  facts,  and  unselfishly 
fulfilled  their  fiduciary  obligations  and  duties  to  Sierra,  its  iwllcy holders  luid 
stockholders ;  when  In  fact,  as  defendants  omitted  to  disclose,  they  had  engaged 
in  and/or  aided,  abetted  or  caused  the  conduct  described  in  subparagraphs  A 
through  E  immediately  above,  and  In  paragrapihs  24  and  28  hereof. 

36.  As  a  furiJier  part  of  the  defendants'  conduct  described  In  paragraiA  23 
above,  and  to  conceal  from  Investors,  the  Commission,  state  Insurance  authori- 
ties, and  other  persons,  undisclosed  material  facts  of  the  types  referred  to  in 
paragraph  25  above  and  the  manlpnlative,  deceitful  and  frandulent  acts  and 
practices  described  in  paragra[di  24  above,  the  defendants,  during  the  period 
from  about  November  18,  1974  to  the  date  of  the  filing  of  this  complaint,  aided, 
abetted  and  caused  various  defendants  to  file  false  and  misleading  reports  and 
proxy  material  with  the  Commission,  and  caused  various  defendants  to  fail  to 
file  with  the  Commission  reports  concerning  their  business  afTairs  as  required 
by  Sections  18(a).  13(d)  (1).  and  16(a)  of  the  Securities  Exchange  Act  of  1B34 
and  Rules  thereunder.  Including  bnt  not  limited  to  those  reports  and  proxy  ma- 
terial described  In  Counts  II,  III  and  IT  of  this  Complaint. 
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56 

OoDira  n 

Sectlans  18(k)  aiMl  18(d)  (1)  of  tbe  Securlttei  Bxdiange  Act  of  1984 

[IB  n.8.C.  78m(a)  and  78m(d)  (1)  ] 

Rule*  17  CFR  2l0.1Sa-l,  IBa-U,  18a-18,  13d-l 

27.  Pangiaplu  l  thioncli  21,  and  24  tbrongb  2Q  are  herebf  realleced  and  In- 
corporated hareln  bj  tM»  rafarence^ 

2&  Since  about  Septraiber  SO,  1&T4,  Greater  Idaho,  Sierra,  Dalliar,  National 
Funding,  Powder  liotintain,  and  Fraaler,  elded  and  abetted  by  the  otlier  de- 
ftDdanta,  have  violated  and  contlnned  to  violate  Sections  18(a)  and  13(d)(1) 
of  the  Securities  Exchange  Act  of  1984  and  Bulea  18a-l,  18a-ll,  18a-I3,  and 
lSd-1  therennder  In  the  following  reepects,  amcMig  others : 

rtobrttoM  of  Rule  lSa~l 

GaEATKB  Idaho 

(1)  Filed  a  tnbatantiallr  miiiifla^ing  (and  about  50  days  late)  Form  10-K  Mt 
November  IS,  1974  for  the  fiscal  year  ending  June  80,  1974  Inasmuch  as  the 
report,  among  other  things,  failed  to  disclose  material  facts  related  to  Qreatw 
Idaho's  tranater  of  land  in  Antelope  Valley,  Gnster  County,  Idaho  to  Fraslw 
In  Jnne  1974; 

(2)  Filed  about  September  SO,  1977  Form  10-Ks  for  Its  Oscal  years  ending 
Jnne  M,  l&TS  and  June  SO,  1970,  which  contained  unaudited  financial  atatements 
and  which  were  filed  a  year  or  more  late. 

(8)  Failed  to  flle  on  Or  before  the  September  28, 1977  due  date  or  thereafter  a 
Form  10-E  report  for  Its  fiscal  year  which  ended  June  30, 1977. 

FtoloMOM  of  R*te  ISa-U 

GiEATES  Idaho 

Failed  to  flle  Form  S-Ks,  as  Indicated  below : 

(1)  January  197S  to  reflect  Sierra's  reacqnlsltloD  of  Greater  Idaho's  cwitrol 
stock  from  Best  National  on  or  about  December  16, 1974  and  Powder  Hountain's 
acquisitlMt  of  tbls  stodc  from  Sierra  on  or  about  December  18, 1974; 

(2)  Uajr  and/or  Jnne  197Q  to  reflect  Greater  Idaho's  acquisitions  of  Sierra 
stock  from  National  Funding,  and  Dalhar'a  acqulaitlon  of  Greater  Idaho  con- 
trol stock  from  Powder  Mountain; 

ViolatUmi  of  Rule  JSa^JS 

Gs£ATBB  Idaho 

Failed  to  flle  Form  10-Qb  for  fiscal  year  quarters,  as  Indicated  below  : 
(1)    September  SO.  197B;   (2)  December  SI,  1975;  (3)  March  SI,  1976;   (4) 
September  30,  1976;  (5)  December  31,  1976;  (6)  March  SI,  19n;  and  (7)  Sep- 
tember 30,  1977 ; 

Vtolatiotu  of  Rule  JSd-1 

GBEATEa  Idaho 


Failed  to  flle  a  Schedule  13D  within  ten  days  after  about  December  10,  1974, 
or  at  any  time  hereafter,  reporting  its  acquisition  of  more  than  5%  of  Greater 
Idaho's  outstanding  common  stock  from  Beet  National  on  or  about  that  date ; 

Dalhas 

Filed  a  false  and  misleadlnE  Schedule  13D  on  or  about  April  IS,  107B  con- 
cerning its  acquisition  of  more  than  5%  of  Greater  Idaho's  outBtandlng  common 
stock  from  Powder  Mountain  in  that  the  report  failed  to  disclose  the  stock  was 
Idedged  to  or  deposited  with  Sierra  pursuant  to  a  contract,  arrangement  or  nn- 
dentandins  with  the  latter  company ; 
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National  Tvsoina 

FaUed  to  flle  a  Sdiedole  18D  within  ten  days  after  December  19,  1974  or  at 
an;  time  thereafter  reporting  It«  acqaisltlon  of  more  than  5%  of  Sierra's  ont- 
standlng  stock  about  December  19,  1974; 

Powder  Moiintain 

Filed  a  false  and  misleading  Schedule  13D  about  December  30,  1974  In  re- 
portiag  its  acQni^tion  of  more  Unan  6%  of  the  outstanding  common  etoclc  of 
Greater  Idaho  on  December  18,  1974  in  that  it  failed  to  disclose  that  It  had 
pledged  or  deposited  the  stock  with  Sierra  pursuant  to  a  contract,  arrangement 
or  understanding  with  the  latter  company; 


Failed  to  flle  a  Schedule  13D  within  ten  days  after  December  29,  1976  or  at 
any  time  thereafter  reporting  his  acquisition  of  more  tlinn  5%  of  Sierra's  out- 
standing common  stock  from  Greater  Idaho  on  or  about  that  date. 


29.  Paragraphs  1  through  21,  24  through  26,  and  28  are  herehy  realleged  ani) 
Incorporated  herein  by  this  reference. 

30.  On  or  about  April  25,  19TS  Greater  Idaho,  aided  and  abetted  by  Jordan, 
Anglin,  Drlggers,  Hadley,  Lang,  end  Rowe  solicited  proxies  from  its  sbarehold- 
ers  for  voting  its  common  Stock  by  mailing  to  Ite  stockholders  a  notice  of  annual 
meeting  to  be  held  May  6.  1975  and  related  proxy  material  soliciting  proxies  (or 
the  purpose  of  electing  a  board  of  directors  for  the  company,  which  material 
contained  statements  which,  at  the  time  ond  In  light  of  the  circumstances  under 
which  they  were  made,  were  false  and  misleading  with  respect  to  material  facts, 
and  which  material  omitted  to  state  material  facts  necessury  In  order  to  make 
the  statements  therein  not  false  or  misleading,  In  that,  aminig  other  things,  the 
material  made  statements  to  the  following  efTect : 

A.  It  was  anticipated  that  the  curing  by  Oalhar  of  certain  title  defects  per- 
taining to  two  mortgages  which  Dalbar,  as  successor  to  Powder  Mountain,  had 
agreed  to  transfer  to  Sierra  wonld  be  resolved  In  the  near  future  with  a  result- 
ing release  by  Sierra  to  Dalhar  of  the  Greater  Idaho  control  stock  held  by 
Sierra ; 

B.  Dalbar  retained  voUng  rights  to  the  20,813,162  shares  of  Greater  Idaho 
stock  which  Sierra  held  as  a  security  deposit ; 

C.  The  proxies  being  solicited  wonld  be  nsed  to  vote  for  Anglin,  Drlggers, 
lladley,  Jordan.  Lang  and  Rowe  as  members  of  the  new  board  of  directors ; 

D.  Copies  of  Greater  Idaho's  annual  report  as  of  June  30, 1974  had  been  sent  to 
shareholders  of  record  in  March  1975 ; 

E.  Greater  Idaho's  certlQed  public  accountants  would  have  representatives  at 
the  meeting  who  would  be  available  to  shareholders  for  proper  questions,  but 
omitted  to  state  various  matters  of  material  fact.  Including  but  not  limited  to 
those  described  in  paragraphs  24  through  26,  and  28,  which  were  then  known 
to  the  foregoing  defendants,  and  which  were  necessary  to  be  made  known  to  the 
shareholders  who  received  the  proxy  material  in  order  to  make  the  statements 
made  therein  not  false  or  misleading. 

COOHT  IV 

Section  16(a)  of  the  Securities  Bxc^nge  Act  of  1984 

[15  D.S.C.  78p(a)] 

Rule  17  CFB  240.168-1 

31.  Paragraphs  1  through  21,  and  24  through  26  are  hereby  realleged  and  In- 
corporated herein  by  this  reference 

82.  Since  about  December  16,  1974,  Sierra,  Dalhar,  and  Powder  Mountain, 
aided  and  abetted  by  each  other  and  by  the  other  defuidants,  have  violated  Bec- 
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<1)  Failed  to  file  a  Torm  3  wltUn  ten  daja  after  atxrat  December  16,. 
1CT4,  or  at  any  time  tbereafter,  reflecting  its  acqulBlUon  on  or  alMut  that  date  of 
more  than  10%  of  Oreat«  Idaho's  onUtandlng  common  atodc ; 

(2)  Failed  to  fiel  a  Fonn  4  within  ten  days  after  abont  December  18,  1S74,  or 
at  any  time  thereafter,  r^ecting  its  diapositlon  ttf  the  same  atock ; 

Pown^  HotTNTAiH 

Failed  to  file  a  Form  4  within  ten  daya  after  about  April  10, 1976,  or  at  anr 
time  thereafter,  to  reflect  its  dlapoHitlon  of  Greater  Idabo  stock  on  or  about  that 
date; 

Failed  to  file  a  Form  3  within  ten  days  after  abont  AprU  10,  1976,  or  at  any 
time  thereafter,  reflecting  It^  acquisition  of  more  than  10%  of  Greater  Idaho's 
outstanding  common  stock  about  that  date. 

Wherefore  the  pialndfT  C<»nmiBaion  respectfully  demands : 

I 

Judgments  of  prellmlDsr]'  and  permanent  injunction  restraining  and  enjoining 
the  def«idant8,  their  officers,  agents,  servants,  attorneys,  employees,  and  those 
persons  in  active  concert  or  participation  with  them  who  receive  actual  notice 
of  any  such  Judgments  by  personal  service  or  oth^wlse  from : 

A.  In  the  offer  or  sale  of  any  security  issued  by  Sierra  Life  Insurance  Com- 
pany, Greater  Idaho  Corporation,  or  any  other  security,  or  in  connection  widi 
ttie  purchase  or  sale  at  any  such  securities,  by  use  of  any  means  or  instruments 
of  transportation  or  communication  In  Interstate  commerce  or  b;  use  of  the 
mails,  directly  or  indirectly,  maldng  any  untrue  statements  of  a  material  fact  or 
omitting  to  state  any  material  facts  necessary  tu  order  to  make  any  statements 
made,  In  the  light  of  the  circumstances  under  which  any  such  statements  were 
made,  not  mlslesdlng  or  engaging  In  any  other  fraudulent  or  deceitful  transac- 
tion, act,  practice  or  course  of  business  prftlbited  by  Section  17(a)  of  the  Secu- 
rities Act  of  1833  (15D.8.C.77q(a),or8ecUoa  10(b)  of  the  Securities  Exchange 
Act  of  1034,  as  amended  (16  D.8.C.  77j(b)),  and  Rule  lOb-5  thereunder  (17 
CFR  240.10b-6). 

B.  Aiding,  abetting,  inducing,  commanding,  or  counseling  any  other  person 
to  engage  In  any  of  the  types  of  conduct  described  In  paragrairii  A  above. 

II 

Judgments  of  preliminary  and  permanent  injnnctioD : 

A.  Requiring  Greater  Idaho  promptly  to  file  a  l^irm  10-K  with  the  Commission 
pursuant  to  Section  13(a)  of  the  Securities  Exchange  Act  of  11>34  and  Rule  13a-l 
tbereunder  for  Its  fiscal  year  ended  June  30,  1&77  which  contains  financial  state- 
ments prepared  and  certified  as  to  their  accuracy  and  completeness  without  any 
qua li flea tion,  limitations,  restrictions,  or  reaervatlonB  by  an  Independent  certified 
public  accountant,  and  prohibiting  Greater  Idaho  from  falling  to  file  Form  10-Ks 
with  the  Commission  on  a  timely  basis  for  all  subsequent  fiscal  years  aa  to  any 
of  Its  securltlea  In  accordance  with  the  requirements  of  said  section  and  rale; 

B.  Requiring  Greater  Idaho  promptly  to  file  Form  lO-Qs  with  the  Com- 
mission pursuant  to  Section  13(a)  of  the  Securities  Exchange  Act  of  lUS-l  and 
Rule  13a-13  thereunder  for  those  quarters  which  ended  September  30,  1975, 
December  31,  1975,  March  31.  1076.  Sepfember  30,  1970,  December  31,  1976, 
March  31,  1077,  September  30,  1977,  and  prohibiting  It  from  falling  to  file  Form 
10-Q  reports  with  the  Commission  on  a  timely  basis  for  all  succeeding  quarters 
as  to  any  of  its  securities  in  accordance  with  the  foregoing  section  and  rule; 

C.  Requiring  Greater  Idaho  promptly  to  flie  Form  S-Ks  with  the  Commission 
pursuant  to  Section  13(a)  of  the  Securities  Exchange  Act  of  1034  and  Rule 
13a-ll  thereunder,  for  the  months  and  transactions  indicated  : 

(1)  December  1974  to  reflect  Sierra's  acquisition  of  (Jreater  Idaho  control 
stock  from  Best  National  on  or  about  December  16.  and  Powder  Mountain's 
acqnisition  of  the  control  stock  from  Sierra  on  or  aliout  Deceml>er  18; 
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(2)  April  and/or  Ma?  IDTS  to  reflect  Greater  Idaho's  acquisitions  of  200,000 
or  more  shares  of  Sierra  common  etook  from  National  Funding,  aod  Dalhar's 
acquisition  of  the  Greater  Idabo  control  stock  from  Powder  Mountain  during 
that  period;  and  prohibiting  Greater  Idabo  from  failing  to  file  Form  S-Ks  wltb 
tbe  Commission  on  a  tlmeiy  basis  in  tbe  future  as  to  any  of  its  securities  in 
accordance  wltb  said  section  and  rule ; 

D.  Requiring  Greater  Idaho,  Sierra,  Dalhar,  National  Funding,  Powder 
Mountain,  and  Prazler  promptly  to  file  Schedule  ISDs  wltb  the  Commission 
pursuant  to  Section  13(d)  (1 )  of  the  Securities  Exchange  Act  of  1884  snd  Rnle 
13d-l  thereunder  with  respect  to  tbe  following  acquisitions  of  securities  r 

(1)  Sierra,  as  to  its  acquisition  of  at^roximatelf  G0%  of  Greater  Idaho's 
common  stock  from  Beet  NaUonal  In  December  1974 ; 

(2)  National  Funding,  as  to  Its  acquisition  In  Deceml>er  1974  of  approximately 
2000,000  shares  of  Sierra  common  stock  directly  from  Sierra  ; 

(3)  Greater  Idaho,  as  to  Its  acquisition  In  April  or  Hay  1975  of  200,000  or 
more  shares  of  Sierra  common  stock  from  National  Funding ; 

(4)  Frazler,  as  to  his  acquisition  of  the  same  200,000  or  more  shares  of  Sierra 
stock  from  Greater  Idabo  about  December  1976,  .and  prohibiting  the  foregoing 
defendants  from  falling  to  file  timely  Schedule  13Ds  with  the  Commissi<m  as 
to  the  securities  of  any  issuer  In  tbe  future  in  accordance  with  the  require- 
ments of  said  section  and  rule ; 

E.  Requiring  Dslhar  and  Powder  Mountain  promptly  to  file  Schedule  ISDs 
with  the  Commission  pursuant  to  Section  13(d)  (1)  of  the  Securities  Kxchange 
Act  of  1934  and  Rule  13d-l  thereunder  which  are  not  false  or  misleading  with 
respect  to  their  following  aequirftlons  of  securities : 

(1)  Powder  Mountain,  as  to  Its  acquisition  of  approximately  59%  of  Greater 
Idaho's  outstanding  common  stock  from  Sierra  about  December  18,  1974 ; 

(2)  Dalhar,  as  to  Its  acquisition  of  approximately  S9%  of  Greater  Idaho's 
outstendlng  common  stock  from  Powder  Mountain  about  April  10,  1975; 

and  prohibiting  tbe  foregoing  defendants  from  filing  false  or  misleading  Sched- 
Dle  13Ds  with  the  Commiaalon  as  to  any  securities  of  any  issuer  In  the  future 
contrary  to  the  requirements  of  said  section  and  role. 

m 

Jodgments  of  preliminary  and  permanent  Injunctlm  against  Greater  Idaho 
prohibiting  It  from  TnaWng  any  solldtatlaD  by  means  of  any  proxy  statemiHit, 
form  of  proxy,  notice  of  meetiiw  or  other  communication,  written  m  oral,  con- 
taining any  atat^nmt  which,  at  the  time  and  in  light  of  the  circumstances  under 
which  It  was  made,  is  false  and  misleading  with  respect  to  any  material  fact,  or 
wh'cfa  omits  to  state  any  material  fact  necessary  In  order  to  moke  any  statement 
made  therein  not  false  or  misleading  or  necessary  to  correct  any  statement  in  any 
earlier  communication  with  respect  to  the  solicitation  of  a  proxy  for  the  same 
meeting  or  subject  matter  whlt^  has  become  false  or  misleading,  concerning  but 
not  limited  to ; 

A.  tbe  past,  present,  or  andcfpated  financial  condition  and  results  of  operatltms 
of  Greater  Idaho  or  any  other  person ; 

B.  the  past,  present,  or  anticipated  business  operations  of  Greater  Ida&o  or 
any  other  person ; 

G.  the  contracts  or  agreements  to  which  Greater  Idaho  or  any  other  person  was. 
Is,  or  may  be  a  party  in  Interest ; 

D.  tbe  business  experience,  skill,  success.  Integrity,  or  candor  of  any  officer, 
director,  or  other  affiliated  person  of  Greater  Idaho  or  any  other  person,  at  any 
time  when  Greater  Idaho  baa  securities  registered  with  the  Commission  pursaant 
to  Section  12  of  the  Securities  Bxchange  Act  of  1934. 

IV 

Jndgmentfl  of  preliminary  and  permanent  Injunction : 

A.  Requiring  Sierra  to  file  a  Form  3  with  the  Commlsedon  to  show  Its  acquisi- 
tion of  more  than  10%  of  Greater  Idaho's  outstanding  common  stock  from  Beet 
National  about  December  16, 1974  and  a  Form  4  to  refiect  Its  resale  of  the  some 
stock  to  Powder  Mountain  about  December  18, 1974,  pursuant  to  Section  16(a)  of 
the  Securities  Exchange  Act  of  1934  and  Rnle  16a-l  thereunder,  and  prohibiting 
Sierra  from  failing  to  Die  timely  Form  3s  and  Form  48  with  the  Commission  as  to 
the  securities  of  any  issuer  in  the  future  In  accordance  with  the  requlrementa  ot 
said  eectlai  tnd  rule; 
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B.  Beqnlrliig  Powder  Hotmtaiii  to  Hie  a  Form  4  with  the  Commlsaioii  to  reflect 
ItB  dlqwsttloii  of  Greater  Idaho  stock  to  Dalhar  about  April  10, 1975  porBuant  to 
Sectton  16<a>  of  the  Secnritles  Bzchange  Act  of  1934  and  Rule  16a-l  thereunder, 
and  pnAlblttng  Powder  Uountaln  from  falling  to  file  timel;  Form  3s  and  Form  4s 
with  the  GoDunlsslon  as  to  the  aecuritiea  of  anr  ISEuer  in  the  future  In  accordance 
with  the  reaolrements  of  said  section  and  rule ; 

C  BequlriDg  Dalbar  to  file  a  Form  3  with  the  CommlsBion  to  show  Its  acqolsL- 
tim  of  more  than  10%  of  Greater  Idaho's  ontstandlng  common  stock  about  April 
16,  197S,  parsnant  to  SecUtm  16(a)  ot  the  Securlttee  Exchange  Act  of  19B4  and 
Role  16a-l  therennder,  and  prohibiting  Dalhar  from  faiUnc  to  file  timely  Form  Ss 
and  Form  4b  with  the  Commissfon  as  to  the  securities  of  any  Issner  In  the  future 
In  accordance  with  the  requirements  ot  said  section  and  rule. 


Judgments  of  preliminarj'  and  permanent  Injunction  against  all  the  defendants 
prohltdttng  them  ^m  aiding  and  abetting  any  of  the  acts  and  omissions  wblcb 
would  be  prohibited  by  the  Judgments  demanded  in  Sections  II  throu^  IV  above. 


An  <nrder  requiring  Frazier  to  disgorge  all  profits  he  made  in  cwmectlon  with 
bis  acquisition  and  disposition  of  land  in  Antelc%«  Valley  Subdivision,  Units  A 
and  B.  Custer  County,  Idaho,  which  he  obtained  from  Greater  Idaho  on  or  about 
June  7, 1974. 

VII 

An  order  requiring  Frasier,  Jones,  Lyle  F.  Frazier,  and  McClintock  to  disgorge 
all  of  the  profits  they  obtained  directly  or  indirectly  as  a  result  of  the  contracts 
ttaey  entered  Into  about  December  1^4  or  thereafter  to  sell  their  personally- 
owned  shares  of  Sierra  stock  to  the  Powder  Mountain  group. 

vni 

An  order  requiring  Fraxler  to  diagorge  the  200,000  shares  of  Sierra  stock  which 
he  obtained,  directly  or  indirectly,  from  the  Powder  Mountain  group,  National 
Funding.  Dalhar  and/or  Greater  Idaho  purportedly  as  additional  collateral  to 
secure  the  performance  of  his  agreement  of  December  30.  1874  to  sell  124.000 
shares  of  his  Sierra  stock  to  National  Funding. 

IX 

An  order  requiring  Sierra  to  take  whatever  steps  are  rpasonablj  necessary 
and  appropriate  to  recorer  the  profits  obtained  by  Cblck,  McGreer,  and  Veeh 
through  poatractR  they  entered  Into,  directly  or  Indirectly,  in  1974  or  thereafter 
to  sell  shares  of  their  Sierra  stock  to  the  Powder  Mountain  group,  National  Fund- 


ing, Dalhar  and/or  Greater  Idaho. 

A. 

1  the  Court  may  determine  to  be  just  and 

KarlM.  SRURTLIC-r, 

U.S.  Attomcv 
of  Attorney »  for  Plaintiff. 
Jack  H.  Bookey, 
Lane  B.  Euoby. 
Gekald  G,  Cunnikokau, 
CuaisTOPREB  B.  Wells, 

Attorneys  for  Plaintiff, 
Securitieg  and  Etchange  Commistion. 
Our  next  witness  is  the  Deputy  Federal  Insuraiice  Administrator, 
John  Robert  Hunter,  Jr.  Now  I'd  also  like  to  have  Mr,  Sims  come 
forward  at  the,  same  time,  if  we  could,  so  we  could  have  a  panel.  Mr, 
Sims  is  Deputy  Assistant  Attorney  General,  Antitrust  Division. 

We  are  honored  and  happv  to  have  both  of  you  gentlemen.  We 
would  appreciate  it  if  you  could  follow  the  superlatWa  exOTOgVft  oi^'b 
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preceding  witness  and  boil  your  statements  down,  if  possible,  to  10 
minutes  because  we  have  a  number  of  questions  we  would  all  like  to 
get  into,  if  possible.  Mr.  Hunter,  go  rignt  ahead.  Incidentally,  if  you 
do  that,  we  will  have  your  statement  printed  in  full  in  the  record. 

STAIEUEITT  OP  JOHN  BOBEBI  HTnTTEK,  JB.,  SEPUTT  FEDERAL 
IRSirs&nCE  ADMUnSTBATOB,  DEPAETHENT  OF  HOUfflHa  AND 
TTRBAN  DEVELOPMENT,  ACCOMPANIED  BT  HOWABD  CLABK, 
FORMEE  INSURANCE  COMMISSIONER,  SOUTH  CABOLINA 

Mr.  Hdnter.  I  have  with  me  today  Mr.  Howard  Clark,  who  is  a 
former  insurance  commissioner  of  South  Carolina  and  an  expert  on 
insurance  regulatory  matters  from  both  State  and  Federal  viewpoints. 

Let  me  make  it  plain  at  the  very  outset  that  we  regard  Senator 
Brooke's  bill  as  one  of  the  most  significant  contributions  in  the  long 
dialog  respecting  State-Federal  relationships  referable  to  the  regula- 
tion of  insurance.  The  bill  is  unique  in  that  it  removes  the  dialog  from 
the  abstract  and  places  it  in  the  concrete  setting  of  real  problems  which 
call  for  practical  solutions.  Senator  Brooke  has  performed  a  real 
public  service  in  introducing  the  measure,  and  your  committee  per- 
forms a  similar  service  in  providing  this  public  forum. 

In  introducing  this  revision  of  the  original  bill,  Senator  Brooke 
has  indicated  his  primary  intention  of  fostering  and  furthering  debate 
on  the  subject,  particularly  with  respect  to  the  concept  of  affording 
insurers  an  election  whether  to  be  regulated  at  the  State  level  or  to  be 
regulated,  in  part,  at  the  Federal  level.  We  wholeheartedly  agree  with 
the  wisdom  of  avoiding  any  suggestion  that  either  the  concept  or  the 
terms  of  the  bill  have  been  carved  into  granite.  Much  debate,  great 
consideration,  and  further  refinement  are  needed  before  we  can  evwi 
begin  to  consider  the  provisions  of  the  measure  as  relatively  fixed. 
Indeed,  as  Senator  Brooke  has  himself  stated,  it  may  be  that  the  con- 
ceptual design  of  the  bill  will  have  to  be  abandoned  as  unworkable, 
though  we  are  far  from  predicting  any  such  result. 

There  are  two  clearly  separate  concepts  within  the  bill,  the  Federal 
chartering  or  dual  regulation  concept,  and  the  solvency  guarantee 
provisions.  We  shall  focus  primarily  on  the  solvency  protection  fea- 
tures of  the  bill. 

It  is  evident  that  the  seed  of  the  bill  was  planted  when  the  insurers 
voiced  their  concern  over  the  ripple  effects  stemming  from  the  prospec- 
tive insolvency  of  a  major  insurer — which  fortunately  did  not  come 
to  pass— under  the  post- assessment  features  of  the  NAIC  Model  Act 
which  makes  provision  for  the  assessment  of  participating  insurers 
only  after  the  occurrence  of  an  insolvency.  The  insurers'  understand- 
able concern  in  this  regard  was  exacerbated  by  the  actual  failure  of 
the  Gateway  which  constituted  the  largest  failure  of  a  single  insurer 
in  property-liability  insurance  history. 

Under  the  present  bill,  the  Federal  solvency  guaranty  mechanism 
is  open  to  all  insurers  who  meet  and  comply  with  its  standards,  and 
such  insurers  thereby  are  immunized  from  participation  in  the  State 
entities.  We  believe  that  this  may  well  intensify  the  adverse  selection 
factor  and  cast  further  doubts  upon  the  ability  of  State  guaranty 
medianisms  to  aurvive.  This  matter  is  worthy  of  the  committees 
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closest  consideration,  and  it  may  be  that  thought  may  need  to  be  given 
to  the  desirability  of  preemption. 

Mr.  Chairman,  the  unfortunately  long  history  of  tight  insurance 
markets  and  perennial  insurance  crises  has  been  replete  with  examples 
of  insurance  interests  taking  advantage  of  the  situation  to  amass  vol- 
umes of  business  which  they  had  neiuier  the  finances  nor  the  will  to 
absorb.  In  short,  in  too  many  instances,  there  emerged  companies  that 
were  "formed  to  go  broke."  This  is  not  at  all  intended  to  suggest  that 
all,  or  even  many,  of  the  insurera  specializing  in  so-called  high-risk 
insurance  are,  or  have  been,  predators,  but  the  fact  is  that  the  history 
of  insurer  failures  is  filled  with  disasters  wrought  by  those  who  were 
predators,  optimists  to  a  fault,  or  an  unhappy  combination  of  the  two. 

Legislators  and  regulators  at  the  State  level  beset  by  the  political 
reverberations  from  a  vagarious  insurance  market  sometimes  suc- 
cumbed to  the  temptation  to  look  the  other  way  when  danger  signals 
flashed. 

Successive  crises — or  problems,  if  you  prefer — in  the  medical  mal- 
practice, products  liaibility,  and  other  general  liability  lines  of  in- 
surance suggests  that  market  problems  aplenty  now  exist,  and  that 
desire  for  relief  from  those  problems  is  widespread. 

In  the  light  of  the  recent  failure  of  an  insurer  which  transacted  the 
majority  of  its  business  as  a  surplus  lines  insurer  engaged  in  mis- 
cellaneous liability  business,  we  are  frankly  concerned  that  the  NATO 
Model  Act  and  other  State  statutes  that  we  have  reviewed  provide  no 
relief  to  uolicyholders  or  seriously  injured  claimants  of  an  insolvent 
surplus  lines  insurer.  As  we  read  the  Model  Act,  it  appears  that  if  a 
surplus  lines  insurer  issues  its  policies  in  a  State  other  tnan  that  of  its 
domicile,  neither  the  guaranty  association  of  the  foreign  State  nor 
the  guaranty  association  of  the  insurer's  domicile  will  covpr  the  claim 
of  a  seriously  injured  resident  of  the  foreign  State  in  the  event  of  the 
insolvency  of  the  surplus  lines  insurer. 

As  to  the  foreign  State,  section  4(a)  of  the  Model  Act  defines  an 
'"insolvent  insurer"  in  terms  of  "an  insurer  licensed  to  transact  in- 
surance in  this  State  *  *  *"  Thus,  the  nonadmitted  surplus  lines  insurer 
is  not  an  "insolvent  insurer,"  within  the  meaning  of  the  act,  in  the 
foreign  State. 

As  n'si>ecf  s  the  surplus  lines  insurer  in  its  domiciliary  State,  section 
3(a)  of  the  Model  Act  stipulates  that  a  claim  is  a  "covered  claim" 
only  if  the  insurer  became  insolvent  after  the  effective  date  of  the  act 
and  "the  claimant  or  insured  is  a  resident  of  this  State  at  the  time 
of  the  insured  event,"  It  thus  follows  that  the  claim  of  the  resident 
of  the  foreign  State  is  not  a  "covered  claim"  of  the  guaranty  associa- 
tion of  the  surplus  lines  insurer's  State  of  domicile.  This  impresses 
us  as  an  intolerable  "catch-22"  situation. 

Interestingly,  until  1&73,  the  Model  Act  defined  an  "insolvent  in- 
.siircr"  as  "an  insurer  authorized  to  transact  insurance  in  this 
State  *  •  *,"  but  even  then,  most  States  apparently  construed  "author- 
ized" as  being  synonymous  with  "licensed." 

Let  me  stress  that  we  do  not  for  a  moment  suggest  that  the  bulk 
of  surplus  lines  insurers  are  in  shaky  financial  condition ;  indeed,  many 
are  the  surplus  lines  nmning  mates  of  large,  financially  sound  in- 
surers. On  the  other  hand,  we  are  uneasy  that  even  a  relatively  few 
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seriously  injured  claimants  may  be  deprived  of  all  hope  of  compensa- 
tion through  the  insolvency  of  a  surplus  lines  insurer  many  of  whose 
risks  have  no  prot,ection  from  any  guaranty  mechanism. 

We  continuB  to  be  concerned  tliat  the  Federal  chartering  provisi<ais 
of  tlie  bill  may  lead  to  dual  regulation  with,  all  its  pot«itial  overlap- 
ping, duplications  of  effort  and  expense,  and  jurisdictional  conflicts. 
We  have  yet  to  be  convinced  that  form  approval,  which  the  bill  clearly 
leaves  to  the  States,  is  so  divorced  from  financial  or  rating  concerns 
that  divided  responsibility  is  either  feasible  or  desirable.  For  example, 
in  the  form  approval  statutes  of  many  States  there  is  a  provision  under 
whidi  approval  of  an  accident  and  health  insurance  form  may  be 
denied  or  withdrawn  if  the  policy's  benefits  are  found  not  to  be  reascm- 
able  in  relation  to  the  premmms.  The  question  may  well  arise  whether 
such  a  provision  is  a  rate  regulatory  measure  from  which  the  federally 
chartered  insurer  is  imnumo  or  whether  it  is  a  policy  form  matter 
within  the  clear  jurisdiction  of  the  State  authority.  We  believe  that 
myriad,  such  matters  need  to  be  very  carefully  sorted  out  in  the  study 
of  the  bill  which  Senator  Brooke  has  wisely  counseled. 

We  believe  that  close  attentitm  must  be  accorded  the  issue  of  insurers 
opting  in  and  out  of  the  Federal  system  from  time  to  time.  In  our 
view,  competition  between  the  State  and  Federal  regulatory  systems 
could  be  very  beneficial  to  theinsuringpublicif  this  were  cwnpetition 
for  excellence,  as  we  would  hope  and  expect  it  to  be,  but  if  the  rival 
systems  were  ever  to  compete  wiBh  each  oUier  in  weakness  or  the  ignor- 
ing of  consumer  interest,  tilio  result  would  be  as  disastrous  for  the 
insurance  consumer  as  the  reverse  competition  whitJi  is  the  curse  and 
shame  of  consumer  credit  insurance. 

We  have  made  no  secret  of  our  uneasiness  growing  out  of  that 
phenomenon  of  the  insurance  instituticm  known  as  selection-competi- 
tion, or  the  ability  of  the  insurer  to  enhance  its  competitive  position 
and  its  profits  by  beine  more  selective  in  its  underwriting  accejitancee 
than  its  competitors.  The  instituting  by  some  insurers  of  sucii  a  course 
of  action  creates  a  sort  of  c<Mnpetitive  determinism  requiring  other 
insurers  to  do  the  same,  as  some  of  the  insurance  redlinini;  studies 
have  shown.  We  have  often  quoted  former  New  York  Superintendent 
of  insurance  Beniamin  R,  Schenck  mi  the  subject  because  of  theaptness 
of  his  language.  He  said : 

In  Infnirance,  however,  tltere  is  one  form  of  competition  tbat  soldom  ^iBta 
In  the  eeee  of  other  prodncts  or  serrloce.  That  ta  selection  competition— the  ability 
of  an  inBurer  to  afTect  Its  siiccesg.  not  by  the  price  or  quality  of  Its  prodncts.  but 
by  eelectm?  Its  customers  in  a  fashion  that  will  give  It  an  advantage  over  Ita 
rivals.  Selection  competition  Is  a  feafure  of  the  insurance  economy  which  se^ns 
Co  provide  a  Rround  for  distlnKutshlng  insurance  from  other  products  and  serv- 
ices and  for  faahlonlnit  for  Insurance  a  aeries  of  apeolal  rules  unique  to  Its  prob- 
lems and  circumstances. 

Selection  competition  should  have  few  admirers.  It  Is  capable  of  totally 
denying  to  some  people  tie  opportunity  to  buy  Insurance  at  all  In  a  day  when 
many  forms  of  Insurance  have  become  legal  and  practical  necessities. 

We  would  have  no  concern  with  the  underlying  theme  of  S.  1710 
that  the  market  is  the  better  regulator  if,  but  only  if,  the  insurance 
consumer's  right  of  selection  is  at  least  equal  to  that  of  the  insurer.  In 
short,  we  submit  that  a  cMidition  precedent  to  cwnpetitive  rating 
must  be  the  right  and  ability  of  every  insurable  consumer  to  select  his 
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insurer  and  be  written  by  that  insurer  on  the  same  basis  as  every  othw 
risk  falling  witJiin  the  same  reasonable  and  objective  risk  classifica- 
tiem.  Only  in  such  fci^on  can  the  advantages  of  competition  be  re- 
quired to  enure  to  the  benefit  of  the  insurance  consumer. 

As  the  committee  surveys  the  entire  spectrum  of  State-Federal 
insurance  regnlatory  relationships,  we  venture  the  hope  that  the  possi- 
bility may  l»  explored  of  a  mutually  supportive  and  complementary 
relatJonahip  rather  than  one  of  rivaJry  or  mutual  exclusivity.  There 
may  be  areas,  for  instance,  of  statistical  and  financial  data  gatQiering 
and  compilation  which  are  beyond  the  reach  of  individual  State  regula- 
tors in  terms  of  resources  or  jurisdiction  or  both.  State  regulators 
might  well  welcome  a  Federal  mitiative  in  areas  where  there  exists  a 
need  for  data. 

We  close,  as  we  bcOTn,  with  praise  for  the  committee  in  making 
this  hearing  possible.  It  has  offered  a  golden  opportunity  for  a  fre^ 
look  at  present  and  prospective  State  and  Federal  roles  in  the  regula- 
tion of  insurance. 

The  Chairhan.  Thank  you  very  much. 

Mr.  Sims. 

STATEMENT  OF  JOE  SIMS,  DEPUTY  ASMSTAMT  ATTORNEY  GEN- 
ESAL,  ANTITBUST  DIVISION,  DEPARTMENT  OF  JUSTICE,  ACCOM- 
PANIED BY  OTTY  MASERITZ,  CHIEF,  IJX3ISLATIVE  UNIT,  ANTI- 
TRUST DIVISION 

Mr.  SiHB.  Thank  you,  Mr.  Chairman. 

With  me  today  is  Guy  Maseritz,  who's  the  Chief  of  the  Lerislative 
Unit  of  the  Antitrust  Division,  and  principal  author  of  the  Depart- 
ment of  Justice  report  which  I  will  refer  to  later  on  in  my  statement. 

Pursuant  to  your  invitation,  I  will  significantly  excerpt  from  my 
printed  statement. 

[Complete  statement  follows:] 


Mr.  Cbairman  and  members  of  the  (M>mmittee:  I  welcome  thU  opportunity  to 
teetify  on  S.  1710,  the  proposed  "Federal  Insurant  Act  of  1977."  This  bill  would 
establish  a  federal  system  for  the  guarantee  of  insurance  obllgatlous  and  the 
formation  of  federally  chartered  companies  to  be  regulated  by  a  new  inde- 
pendent federal  ageucy,   the  Federal  Insurance  Commission. 

S.  1710  appears  to  be  designed  principally  to  improve  "the  quality  of  regula- 
tion for  solvency."  On  this  issue,  the  Department  must  defer  to  those  who  are 
more  knowledgeable  on  the  problems  of  state  solvency  regulatlop.  Our  teejl- 
mooy  today  will  deal  isolely  with  the  narrower  question  raised  by  S,  1710 —  ^ 
whether  a  dual  system  of  insurance  regulation  would  be  an  appropriate  alteirui- 
tive  to  state  rate  regulation  for  fostering  price  c-ompetltlon  and  restricting 
federal  antitrust  Immunity.  As  you  know,  the  Department  advanced  such  a 
proposal  In  its  January,  19T7  report  on  "The  Pricing  and  Marketing  of  Insur* 
ance",  as  one  possible  approach  to  fostering  competition  in  the  Insurance  indns- 
try.  I  should  emphasize  that  the  Administration  hao  not  adopted  a  position  on 
the  Issues  raised  by  the  report 

We  are  pleased  that  this  Committee  will  be  considering  many  of  the  dlfflcntt 
public  policy  issues  raised  by  a  legislative  proposal  designed,  in  part,  to  reconcile 
the  pabUc  interest  In  a  fully  competitive  system  with  the  regulatory  objective  of 
a  reliable  insurance  mechanism.  I  will  outline  today  the  findings  of  our  limited 
study  and  what  we  see  as  the  principal  competitive  Issues  raised  by  thbi 
le^sUtlon. 
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In  oar  atndy,  inltlBted  becaiue  of  tbe  Mriatlng  antitrust  exemption  for  tbe 
bnaineBS  of  Insurance,  we  sougbt  to  determine  whether  thirty  years  of  state 
regulation  has  been  adequate  alternative  to  competition — I.e.,  whether  state 
regulation  (and  antltnut  immanlty)  has  produced  the  beueflts  ordinarily  ex- 
pected from  competittm :  reasonable  prices  based  on  the  cost  of  rendering  the 
serrlces ;  efiSdent  serrices  rendered  at  the  lowest  possible  cost ;  and  Innoration 
I  tbe  nCilization  of  new  or  improved  products  or  services  and  methods  of  distrlbU' 
tion). 

The  Department's  study  focused  principally  on  tbe  pricing  and  marketing  of 
property-liability  Insurance,  particularly  private  passenger  automobile  Insur- 
ance and  commercial  fire  inHurance.  These  two  lines  of  insurance  appear  to 
raise  most  of  tbe  basic  issues  concerning  the  effects  of  rate  deregulation  and 
impoaition  of  federal  antitrust  restraints  on  tbe  business  of  Insurance.  We  alao 
briefly  examined  certain  other  lines  of  Insurance  raising  special  probUasB, 
snt^  as  "reverse  competition,"  which  I  will  discuss  in  greater  detail  later  Id 
this  statement 

Over  the  past  ten  years,  there  have  been  a  number  of  states  that  bare 
adopted  an  "open  competition"  system  of  rate  regulation  after  attempting  to 
administer  a  highly  regulated  system.  This  experimentation  with  competltlre 
controls  is  evidence  of  the  inadequacies  of  state  rate  regulation.  Moreover,  the 
emergence  of  ilndependent  pricing  in  segments  of  the  property-llabilltr  Indus- 
try, despite  restrictive  state  laws,  may  be  attributed  to  an  Industry  favorably 
structured  for  competition,  to  certain  Inherent  weaknesses  In  rate  regulation, 
to  the  successful  ezperimentatlon  with  rate  deregulation  In  a  number  of  statee, 
and  to  the  continuing  Congressional  investigation  Into  insurance  Industry 
practices. 

Our  fltudiea  of  the  effects  of  rigid  rate  regulation  in  automobile  Insurance 
Indicate  that  such  regulation  has  fostered  greater  adherence  to  bureau  rates, 
discouraged  rate  reductions,  contributed  to  Inatabillty  In  insurance  company 
operations,  established  variouB  forms  of  cross-subsidization  between  good  and 
bad  driven,  Imposed  unnecessary  restrictions  on  the  collective  merchandising 
and  the  direct  writing  of  Insurance,  and  aggravated  the  availability  problem. 
In  which  marginal  or  high  risk  drivers  have  dlfflcnltf  obtaining  coverage  in  the 
open  (or  "voluntary")  market  at  tbe  prevailing  rates. 

On  tbe  other  hand,  tbe  long-run  experience  of  at  least  one  major  Insurance 
state  under  an  open  competition  system,  in  which  the  state  has  relied  on  market 
forces  to  control  prices,  suggests  that  unrestricted  price  competition  can  provide 
a  most  effective  sabstitute  for  rate  regulation  in  obtaining  the  beneflts  normally 
exi>ected.  from  competition — reasonable  prices  and  maximum  efficiency  in  the 
sale  and  distribution  of  Insurance.*  A  comparison  of  the  experience  of  the  same 
insurers  under  certain  open  competition  and  "prior  approval"  systems  su^ssts 
that  competition  fosters  Independent  pricing,  operating  stability,  and  flexibility 
in  tbe  pricing  structure.  The  relatively  favorable  performance  of  the  Insurance 
companies  themselves  under  tbe  more  competitive  system  suggests  that  tt 
provides  a  more  effective  mechanism  for  accomplishing  tbe  basic  insurance 
goals  of  a  reliable  Insurance  mechanism  and  generally  available  coverage  at  a 
price  reasonably  related  to  cost. 

In  the  commercial  lines,  we  found  that  state  regulation  is  largely  lUnsoiy 
and  that  insurera  are  generally  free  to  set  their  own  prices,  largely  because 
of  tbe  availability  of  state-authorized  rating  plans,  which  permit  Insurera  to 
individually  price  risks  based  on  their  business  Judgment  and  competitive 
pressures.  The  prevalence  of  these  plans — which  generally  supjdant  regulation — 
raises  an  obvious  and  fundamental  question  as  to  tbe  continued  need  for  state 
rate  regulation  in  these  lines  of  insurance. 

FinaUy.  we  believe  that  tbe  industry  should  be  able  to  conduct  Its  business 
without  any  special  exemption  from  the  federal  antitrust  laws.  Antitrust  prece- 
dent indicates  that  Insurance  cmnpanles  could  pool  their  loss  experience  through 
a  statistical  bureau  consistent  with  federal  antitrust  standards.  Moreover,  we 
beiieve  that  the  federal  antltrost  laws  would  not  pn>hlblt  any  necessary  trend- 
ing of  future  losses  on  a  composite  basis  by  advisory  organ]  satiofis  that  were 
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tndefieiideat  oC  tbe  companies  tber  were  serTlng.  Likewise,  It  appears  that  the 
aotltruat  laws  wooldnot  [WQiilblt  those  voluntary  rlak-aharlng  arransetneDto, 
such  as  Insurancs  pools  and  relnsuraiice  agreemetits,  that  were  either  neceasarx 
to  the  coodnct  of  boalneaB  or  served  some  other  legitimate  businesa  purpOBtf 
wltbout  Bobatantially  lessening  conqietltlon. 

Based  on  these  flndlnge,  the  Report  came  to  the  tentative  conclusion  tbat  an 
alternative  scheme  ot  regiUadun,  without  antitrust  lanmnnlty,  would  be  In  ttie 
public  Interest.  We  snggesled,  as  one  posrible  approach,  tlie  formatloQ  of  a  dual 
regiriBtory  system  for  Inanrance,  using  the  federal  banking  system  as  a  working 
model.  Dnder  such  a  system.  Insurance  compaulee  would  have  the  option  of  see- 
ing a  federal  t4iartcr  and  thereby  losing  UcCarran  Act  protection,  or  retaining 
this  protection  under  a  state  charter  and  remaining  subject  to  the  full  scope  of 
state  regulation. 

There  are  a  nnmber  of  provisions  of  the  bill  that  are  of  particular  Importance 
from  a  competitive  standpoint.  Theae  would:  (1)  establish  a  regulatory  standard 
in  Cavor  of  competition  (|109(a))  ;  (2)  exempt  federally  chartered  companiea 
frooi  state  rate  regulation  (including  regulation  of  risk  classifications)  except 
with  respect  to  state  residual  market  [dans  and  lines  of  Insurance  raising  pnri>- 
trats  of  "reverse  compeUtlon"  <|204(a)  (4) )  ;  (3)  ex^npt  federally  chartered 
companies  from  state  solvency  regulation  (||  204(a)(1)  and  (3))  and  substitute 
a  federal  system  of  solvency  r^ulatlon  with  en^ihasls  on  the  early  detection  of 
telling  companies  (|l(>T(b));  (4)  pnAlblt  Invidious  discrimination  in  tlie 
pricing,  selectlwi  and  clasBlflcatloo  of  risks  based,  among  other  things,  on  race^ 
age,  and  sex  (f  lOT(c) ) ;  and  require  as  a  condition  of  federal  chartering  that  all 
insurers  under  common  management  or  control  be  federally  <4iartered. 

B.    THE   OOMPCTITIVE   ISSUES 

niere  are  several  issues  relating  to  solvency  regulation,  small  insurers  and 
agents,  unfair  discrimination,  and  "reverse  competition" — that  we  believe 
should  be  considered  by  this  Committee  in  evaluating  the  merits  of  8.  ITIQ.  The 
findings  of  our  study  of  certain  major  lines  of  property -liability  insurance  sug- 
gest that  these  Issues  can  and  should  be  resolved  in  faror  of  greater  pricing 
freedom  and  aj^llcaCion  of  the  federal  antitrust  laws.  However,  these  Issues  In- 
volve the  reconciliation  of  important  competitive  and  social  pcriicy  questions  tbat 
have  not  been  fully  explored  at  either  the  state  or  federal  level. 

I  will  attempt  to  objectively  outline  Uiese  issues,  altiiougb  admittedly  I  do  so 
from  the  perspective  o(  an  agency  that  favors  greater  reliance  on  competition  as 
the  market  regulator. 
J.  Solvency  regulation 

The  Issue  of  appropriate  solvency  regulation  involves  three  considerations. 
Pirat,  scrivency  regulation  may  be  used  by  the  states  as  an  indirect  means  of 
regulating  Insurance  rates.  Thus,  in  life  insurance  apparently  the  so-called  "ex- 
pense llmitatitHi  laws."  together  with  minimum  reserve  standards,  minimum  and 
maximum  surplus  limitations,  and  dividend  distribution  requirements,  serve  as 
an  alternative  to  rate  regulation.'  While  these  various  forms  of  ecrivency  regula- 
tion may  be  perfectly  compatible  with  a  fully  competitive  scheme,  tbey  must  be 
administered  In  a  manner  consistent  with  competitive  objectives. 

Similarly,  reliance  on  market  controls  to  regulate  prices  appears  to  necea- 
ritate  a  new  approach  to  sfrivency  regulation  as  outlined  by  the  New  York  In- 
surance Department  In  Its  1974  report'  State  insurance  regulators  (with  exer- 
tions) have  traditionally  sought  to  "keep  every  insurer  afloat"  rather  than 
achieve  early  detection  of  falling  companies  and  their  swift  removal  from  the 
marbeti^ace  If  necemary. 

Finally,  it  should  be  recognized  that  under  a  fully  competitive  system  on  a 
national  scale,  inefficient  insurers  may  be  forced  out  of  the  marketplace.  To  av(4d 
severe  dIsrupUons,  there  might  be  mechanisms  comparable  to  tboae  administered 
by  the  FDIC,  In  the  event  that  the  regulatory  controls  fall  to  detect  a  financially 
nnsound  company  in  time  to  permit  an  oMerly  dissolution. 

Certain  provisions  of  8.  1710  partially  address  these  concerns:  Section  102 
(establishing  a  federal  guaranty  fund  on  a  preassessment  basis).  Section  107(b) 
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(establishing  an  "«arl;  wamlTig  system"),  and  Bectton  109  (est&bllshliig  an  ex- 
plicit federal  standard  in  favor  of  competition). 

We  also  tlilnk  it  advisable  as  a  general  principle,  under  anr  system  of  federal 
regulation  in  wblch  mergers  and  consolidations  may  be  "faciUtated,"  that  the 
agency  consult  with  the  Attorney  General,  so  that  it  can  properly  balance  com- 
petitive considerations  with  other  policy  goals.  Moreover,  we  would  cauUMi 
against  undue  emphasis  on  rehabilitation  and  reorganization,  lest  federal  regu- 
lation Interfere  with  the  free  market  mechanism  as  a  means  of  removing  highly 
Inefficient  insurers  from  the  marketplace. 

2.  iSmali  Insurer*  and  af/entt 

The  Department's  report  did  not  examine  in  depth  the  potential  impact  of  un- 
restricted price  competition  on  smaller  Insurers.  Nevertheless,  we  are  not  aware 
of  any  evidence  that  would  sugf^est  that  effldent  small  Insurance  companies  wonld 
be  nnfairiy  disadvantaged  under  a  system  of  dual  regulation. 

There  is  no  reason  to  assume  that  Hmalter  Insurers  would  be  unable  to  compete 
in  this  environment.  Indeed,  small  aggressive  companies— seekinK  to  expand  their 
markets  without  the  arllflclat  restraints  imposed  by  state  licensing — may  prefer 
federal  chartering.  Moreover,  there  is  some  suggestion  that  small  insurers  either 
possess  or  could  develop  independent  underwriting  and  pricing  skills.  For  ex- 
ample. In  a  federal  antitrust  framework,  small  Insurers  could  have  access  to  an 
independent  advisory  or^nlzatlon's  trended  loss  cost  data.  Presumably,  insurers 
specializing  in  certain  risks — and  thus  exercising  Independent  Judgment  in  mar- 
keting and  underwriting  their  services — would  also  have  the  ability  to  independ- 
ently construct  a  rate  structure,  drawing  on  their  own  company's  loss  and  expense 
experience  and.  to  the  extent  relevant,  the  average  experience  of  the  bnreau 
companies. 

Moreover,  we  suspect  that  there  are  a  numt»er  of  "Hmall"  insurers  that  have 
the  wherewithal  to  obtain  outside  professional  advice  when,  in  their  business 
Judgment,  it  is  required.  Independent  actuarial  and  rate  consultants  can  be  re- 
tained by  an  insurer  for  the  purpose  of  evaluating  Its  own  experience  and  the 
relevance  of  the  Industrywide  experience.  Other  small  insurers  are  part  of  an 
Insurance  company  (or  holding  compan]-)  complex  and  may  have  access  to  pro- 
fessional advice  frc>m  an  affiliated  company  at  a  reasonable  cost. 

Finally,  small  Insurers  are  also  guid(^  In  their  rate  analysis  by  what  their  com- 
petitors are  charging  for  comparable  services  and  by  the  cost  and  avaiiabiUty  of 
reinsurance,  upon  which  small  companies  are  particularly  dependent  In  providing 
liability  coverage,  such  as  personal  injury  protection.  We  believe  that  competitors 
would  be  able  to  exchange  certain  price  information  within  an  antitrust  frame- 
work, a.s  outlined  In  our  report  (at  pages  167-187) , 

In  summary,  we  believe  that  the  burden  is  upon  tlie  proponent  to  eetabllsh 
that  efficient  small  Insurers  cannot  operate  in  a  fnlly  competitive  environment 
Likewise,  the  favorable  experience  of  smaller  brokerage  firms  in  a  very  com- 
petitive environment  in  the  securities  industry*  imposes  a  heavy  burden  upon 
Insurance  agents  to  establish  that  they  would  be  unfairly  disadvantaged  under 
a  fully  competitive  system.  This  complaint  la  oft«n  made,  but  rarely  proven. 
It  has  certainly  not  been  proven  here. 

3.  Unfair  diicriminatton 

One  of  the  more  controversial  Issues  raised  by  any  proposal  to  subetitnte 
competitive  controls  for  state  rate  regulation  Is  the  question  of  unfair  discrim- 
ination In  the  sale  of  personal  line  property-liability  insurance.  The  laaiie  Is 
raised  both  with  respect  to  the  so-called  residual  market,  such  as  the  state 
mandated  automobile  assigned  risk  plans,  and  the  fixed  commission  rate 
structure. 

The  residual  market  issue  is  a  complex  one  which  we  discuss  at  some  length 
In  our  report  (at  pages  61-70).  Essentially,  the  question  Is  whether  and  how  the 
mandatory  plans  can  be  regulated  so  as  to  interfere  minimally  with  a  com- 
petitively oriented  voluntary  market.  For  example,  automobile  Insoren  are 
generally  regnired  to  participate  in  an  assigned  risk  plan  in  proportion  to  their 
"roluntary"  business  In  the  state.  If  the  rate  charged  drivers  In  the  aaaigned 
risk  plan  is  not  aelf-sut^torting,  then  it  must  be  substdiied  by  the  voluntary 
market.  A  few  state  plans  are  operated  on  a  self-supporting  basis,  but  they 
represent  the  exception. 
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In  the  past,  snch  crOBS-subeldlzation  bas  resulted  in  serlons  diatorttons  in  the 
nuirltetplace,  Inclndlng  disconraglng  Insurers  from  increasing  their  market  sbare 
of  TOlaDtaiT  business.  The  subBtantlal  lOBses  produced  by  tbe  residual  market 
pUns,  as  weil  as  a  rigid  rate  Btroctnre  In  the  voluntary  market,  have  contributed 
to  the  arallability  problem. 

We  recommended  in  our  report  that  federally  chartered  insurers  be  required 
to  participate  only  in  state  residnal  market  plans  that  are  operating  on  a  aelf- 
sapporting  basis.  We  suggeHted  that  "external"  state  subsidies  might  be  a  fea- 
sible solution  to  elding  lower  Income  drivers  by  providing  ftnandat  assistance 
(either  through  tax  relief  or  direct  payments)  on  the  basle  of  need.  There  may 
be  other  solutions  to  this  "affordability"  problem,  but  we  concur  with  the  con- 
clusion of  the  Stanford  Research  Institute  that  the  "public  and  the  industry 
would  be  well  served  by  additional  research  Into  ways  of  Implementing  transfer 
payments  that  would  Interfere  minimally  with  the  free  market  forces." ' 

With  respect  to  producers'  commissions,  there  Is  some  concern  that  In  a  der%- 
ulated  system  unwary  and  unsophisticated  consumers  will  not  be  protected 
against  unfair  discrimination,  particularly  where  agents  are  free  to  negotiate 
with  individual  buyers  as  to  the  level  of  commissions  and  insurers  are  able  to 
collectively  merchandise  their  insurance  through  group  plane.  We  believe  that 
certain  state  laws  have  unnecessarily  discouraged  insurers  and  agents  from 
achieving  maximum  efficiency  In  the  marketing  of  their  services.  There  Is  some 
Indication  that  fixed,  ungraded  commission  rates,  supported  by  state  rating 
laws  against  unfair  discrimination  and  rebating,  have  contributed  to  a  regres- 
sive rate  structure  In  automobile  insurance,  imposing  the  greatest  burden  on  the 
lower  Income  drivers.* 

We  believe  that  the  process  for  determining  the  level  of  commissions — -whether 
based  on  a  fixed  graded  scale,  rebating,  or  net  pricing— should  evolve  from 
the  Interplay  of  market  forces,  subject  only  to  appropriate  disclosure  require- 
ments and  antitrust  constraints. 

State  restrictions  on  the  marketing  of  automobile  Insurance  (such  as  "fic- 
titious group"  laws)  have  not  been  the  principal  factors  In  Impeding  the  growth 
of  collective  merchandising  In  the  sale  of  automobile  insurance.  However,  these 
artlflclBl  restraints  appear  to  serve  no  legltiniate  regulatory  objectives  and  may 
significantly  deter  future  developments  In  the  marketing  of  the  personal  lines 
of  property-llablltty  Insurance  under  more  favorable  business  conditions.  We 
believe  that  Insurers  should  be  free  to  experiment  with  various  forms  of  col- 
lective merchandising  and  direct  writing,  subject  only  to  state  regulations  per- 
taining to  the  insurance  contract,  such  as  minimum  coverage  requirements, 
cancellation  and  renewal  of  policies,  and  poUcy  forms. 
4-  Reverie  competition 

Section  204(a)  of  S.  1710  provides  In  part  that  a  federally  chartered  Insurer 
would  not  be  exempt  from  state  rate  regulation  In  "any  line  of  Insurance  (other 
than  reinsurance)  In  which  the  Commission  determines  that  the  insurer  com- 
petes principally  for  the  producers'  business  rather  than  the  business  of  the 
ultimate  consumer."  We  understand  that  this  provision  is  intended  to  deal 
with  the  problem  of  "reverse  competition"  which  exists  In  title  Insurance  and 
credit  life  and  health  Insurance,  and  perhaps  in  life  Insurance  generally.  Tbe 
problem  essentially  Is  that  consumers  are  either  "captive"  buyers,  uninformed 
buyers,  or  simply  buyers  indilTerent  to  price  variations  among  sellers.  Conse- 
quently, insurers  compete  for  the  agents'  business  rather  than  directly  for  the 
business  of  the  ultimate  consumer,  resulting  In  excessive  commissions  and 
prices. 

In  title  insurance,  the  consumer  Is,  in  effect,  captive  because  the  service 
is  ancillary  to  the  principal  transacdon,  which  is  the  purchase  of  real  estate. 
In  credit  health  and  life  insurance,  reverse  competition  stems  from  the  inferior 
bargaining  position  or  Ignorance  of  the  buyer  who,  again,  may  view  the  in- 
surance service  as  ancillary  to  the  principal  transaction,  which  la  the  purchase 
of  credit.  I  should  point  out,  of  course,  that  the  antitrust  laws  as  well  as  cer- 
tain other  provisions  of  law  are  designed  to  deter  affirmative  action  by  some 
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inBurance  aellecs  to  "capture"  consumers  by  tying  inauraiice  to,  for  example, 
credlL  In  life  Insarance,  the  dependence  of  tbe  insurer  on  tbe  agent  to  Initiate 
buyer  Interest  in  the  service  and  the  lack  of  consumer  knowledge  may  contribute 
to  excessive  conuniBslons.  At  least  this  appeais  to  be  the  rationale  for  tbe  "ex- 
pense limitation  laws"  which  exist  in  only  three  states— New  York,  Illinois,  and 
Wisconsiii — but  have  broad  Impact  because  of  their  extraterritorial  amtlicatloii. 

Hie  Issue  of  reverse  competition  may  require  further  study,  particularly  In 
life  Insurauce,  to  determine  the  magnitude  of  the  problem  and  the  related  ques- 
tion of  need  for  state  exitense  limitation  laws,  and  the  feasibility  of  permlttiog 
such  problem  lines  to  qualify  for  federal  chartering  but  remain  subject  to 
selective  forms  of  state  rate  regulation. 

Id  summary,  we  have  found  a  predominant  segment  of  the  property-liability 
insurance  Industry  to  be  favorably  structured  for  competition,  with  a  large 
number  of  competitors,  relatively  moderate  concentration,  absence  of  significant 
economies  of  scale,  a  standardized  service,  a  relatively  simple  and  short-term 
ccHitract,  and  an  Increasingly  price-sensitive  consumer  market.  Tbe  evidence 
currently  available  to  us  suggests  that  unrestricted  price  competition  could  be 
an  ^ective  alternative  to  state  rate  regulation  and  compatible  with  regulatory 
objectives  for  a  reliable  Insurance  mechanism. 

The  Chairman.  Thank  you,  Mr.  Sims,  very  much. 

Tour  report  concludes  that  an  alternative  scheme  of  insurance  reg- 
ulation without  antitrust  immunity  would  be  in  the  public  intereS. 
You  then  suggest  that  a  dual  regulatory  system  as  proposed  in  this 
bill.  S.  1710,  would  be  a  good  approach  to  that  problem. 

Why  not  just  repeal  the  antitrust  immunity  for  insurance  com- 
panies in  existing  law?  Wouldn't  that  create  more  competition  among 
insurance  companies  and  make  pressures  for  more  effective  State 
regulation  of  insurance  companies?  As  I  understand  it,  what  your 
proposal  would  do  would  be  to  repeal  the  antitrust  exemption  only 
for  those  firms  that  would  opt  to  take  a  Federal  charter. 

Mr.  Sims.  That's  right. 

The  Chairman,  The  State  regulated  firms  would  still  be  exempt. 

Mr.  Sims.  That's  right,  they  would  still  be  exempt  from  the  anti- 
trust taws.  That's  a  good  question  and  I  don't  have  a  very  precise 
answer  to  that.  As  we  got  more  and  more  into  the  study  of  the  in- 
surance industry,  what  seemed  to  us  at  the  beginning  to  be  a  relatively 
simple  issue,  that  is,  should  we  or  should  we  not  have  antitrust  exemp- 
tion for  insurance  operations,  became  a  much  more  complicated  issue. 
I  think  the  only  thing  that  we  are  absolutelv  positive  of  as  a  result 
of  our  study  is  that  the  issue  is  a  complicated  one.  Our  proposal  was 
an  attempt  to  balance  what  we  saw  as  a  number  of  competing  interests. 

The  CHAiRMjiN.  What  do  you  see  as  the  reasons  for  contmuing  the 
exemption?  You  say  it's  complicated.  That  was  the  one  conclusion 
you  could  come  to  firmly. 

Mr.  SiHS.  Well,  I  guess  the  basic  reason  that  we  did  not  propose 
iust  simple  elimination  of  the  immunity  is  that  the  insurance  industry 
itself — or  significant  sectors  of  it  at  least — quite  sincerely  believe 
that  they  would  not  be  able  to  undertake  the  kinds  of  ongoing  opera- 
tions which  exist  today  without  the  existence  of  the  exemption  and 
that  in  the  absence  of  being  able  to  undertake  those  operations  they 
could  not  perform  the  kinds  of  services  that  they  perform  today. 

Our  view,  based  on  what  we  know  of  the  industry,  is  that  in  most 
instances  that  probably  is  not  correct,  but  we  are  not  confident  enough 
of  that  view  across  the  board  to  come  right  out  and  say,  "Remove  the 
exemption." 
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We  felt  that  the  Federal  chartering  alternative  provided  a.  middle 
ground  which  offered  significant  portions  of  the  advantages  of  re- 
moval of  the  exemption  but  still  retained  a  certain  regulatory  mech- 
anism in  place. 

Mr.  Mabebitz.  There's  one  thing  I'd  like  to  add. 

The  CuAifiuAN.  You're  the  author  of  the  study  ? 

Mr.  Maseritz.  Principal  author. 

The  Chairman-.  Very  good, 

Mr.  Maseritz.  There  is  one  additional  consideration  and  that  is 
that  when  and  if  we  had  a  proposal  where  the  immunity  was  removed 
you  would  have  a  situation  where  existing  antitrust  exemptions  with 
i-csi>ect  to  Sfatp  mtion  would  apply.  Under  the  Parker  v,  Broim  doc- 
trine, where  a  State  had  a  very  active  affirmative  regulatory  system — 
for  example,  Texas  or  Massachusetts,  where  the  rates  are  actually 
made  by  the  State — that  kind  of  system  would  be  inunune  and  pre- 
sumably provide  insurers  with  immunity  from  Federal  antitrust 
laws,  whereas  in  a  Stat*  like  California  which  has  perhaps  the  most 
progressive  or  one  of  the  most  progressive  of  the  competitive  systems 
but  still  maintains  and  permits  the  rata  bureaus,  those  companies  and 
bureaus  would  be  subject  to  Federal  antitrust  restraints. 

So,  on  the  one  hand,  by  lifting  the  immunity  it  would  subject  com- 
panies that  are  operating  in  a  highly  competitive  system  to  Federal 
antitrust  laws,  whereas  companies  that  were  in  a  very  highly  regu- 
lated system  would  be  completely  immune  with  the  possible  result 
that  you  might  discourage,  tne  States  with  competitive  systems  from 
maintaining  their  systems  and  encourage  mucli  greater  affirmative 
regulation. 

The  Chairman.  Take  a  situation  like  Texas  or  Massachusetts,  where 
you  say — I  didn't  understand  this  before — where  you  say  that  the 
"state  in  effect  determines  the  rates. 

What  kind  of  competitive  situation  do  you  have  then  if  some  of 
the  big  aggn-ssive  insurance  firms  opt  to  go  under  Federal  charter, 
then  wouldn't  that  create  a  pretty  rou^i  competitive  situation? 
Wouldn't  it  be  necessary  for  all  of  them  to  follow  suit  pretty  much  if 
they  are  going  to  compete?  At  least  all  in  the  same  segment  of  the 
insurance  industry. 

Mr.  Maseritz.  We  think  this  would  he  one  of  the  hig  inducements 
for  companies  to  come  into  the  Federal  sphere,  without  antitrust 
exemption.  That  is,  those  remaining  behind  and  wanting  the  protec- 
tion of  State  regulation  would  be  competing  with  those  companies 
that  elected  to  take  the  competitive  route,  iind  wouI<I  he  nub^ect  to 
vigorous  competition  on  the  basis  of  price  in  that  State. 

Mr.  Sims.  Ivet  me  add  one  point  if  I  may,  that  I  lliink,  uiiles-^  we 
say  it  explicitly,  sometimes  gets  lost  in  the  discussion  about  a  new 
system  of  Federal  regulation. 

Our  firm  conclusion  was  that  the  insurance  industry  required,  in 
larjre  segments  of  its  operations,  significantly  less  regulation  than 
exists  today.  And  we  l>elieve  Ihjit  a  Federal  chartering  scheme  of  the 
kind  we  described  in  our  rcporl  woidd  in  fact  result  in  considerably 
more  flexibility  for  companies  to  operate  independently  pursuant  to 
competitive  forces.  The  Fedei-al  regulatory  chartering  alternative  in 
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our  view  is  a  lessening  of  regulation,  and  not  a  significant  increase, 
because  insurers  will  be  induced  by  the  competitive  pressures  of  those 
who  come  into  the  Federal  chartering  scheme,  to  themselves  enter  the 
Federal  scheme,  thus  removing  them  more  and  more  from  what  in 
many  instances  has  been  in  our  view  overrogulation  by  the  State. 

The  CiiATRMAx.  I  still  don't  understand  the  answer  to  the  question, 
which  was  if  you  have  the  option  in  a  State  which  has  in  effect  a  State- 
fixed  rate,  the  option  to  come  under  Federal  regulation,  and  escape 
from  that,  and  of  course  the  temptation  under  those  circumstances 
then  to  cut  your  rates,  so  you  can  pick  up  a  lot  of  business,  wouldn't 
you  have  exactly  that  happen,  and  wouldn't  you  have  a  competitive 
situation  which  once  a  large  competitor  moved  into  that  field,  every- 
body would  liave  to  come  in  ? 

sir,  Sims.  I  suspect  in  States  where  rate  regulation  was  the  strictest, 
yon  would  have  a  considerable  movement  into  the  Federal  chartering 
scheme,  once  any  significant  number  of  companies  had  moved  into 
that  scheme. 

And  in  our  view  that  is  desirable,  that  would  be  highly  desirable. 

The  CiiAiRirAN.  Clarify,  if  you  can,  for  me  the  reason  under  those 
circumstances  you  would  have  them  under  tlie  antitrust  laws  ? 

Mr.  Sims.  Well,  those  companies  which  choose  to  obtain  Federal 
charters  would  be  able  to  compete  within  that  State  on  the  basis  of  the 
Federal  regime,  which  in  our  proposal  did  not  envision  any  rate  regu- 
lation at  all. 

The  Chairman.  Is  that  the  way  the  you  read  S.  1710  to  do  ? 

Mr.  Sims.  For  all  practical  purposes ;  yes. 

The  object  of  both  our  report  and,  as  I  understand  it,  S.  1710  would 
be  to  provide  to  federally  chartered  companies  the  opportunity  to 
compete  without  rate  regulation. 

The  Chairman.  Mr.  Hunter,  section  101  (f )  of  S.  1710  would  trans- 
fer the  HUD  insurance  programs  which  you  administer  flood  insur- 
ance, crime  insurance  and  so  forth,  to  the  new  Federal  Insurance 
Agency.  These  progranis  were  set  up  to  meet  needs  that  were  not  being 
met  by  the  regular  insurance  industry. 

Do  you  think  that  these  programs  could  be  administered  effectively 
by  another  agency,  whose  primary  mission  is  to  regulate  and  bolster  the 
financial  soundness  of  the  conventional  insurance  industry? 

Mr.  Hunter,  First  of  all.  Mr.  Chairman,  I  believe  that  one  agency 
can  do  more  than  one  type  of  thing,  of  course. 

The  Chairman.  Provided  there  is  not  a  conflict. 

Mr,  HirNTER.  Yes;  there  have  been  questions  of  conflict  in  this. 

These  are  areas  where  there  has  been  a  breakdown  in  the  private- 
State  mechanisms,  obviously,  and  they  are  nnabic  to  respond  to  at  the 
State  level.  So  I  don't  know  that  there  is  a  conflict,  because  the  basic 
breakdown  exists  whether  or  not  the  change  in  this  legislation  occurs,  I 
believe. 

That  is  already  demonstrated  by  the  fact  that  Congress  did  have  to 
act  on  these.  I  believe  thev  can  be  liandlod  by  the  same  agency. 

Tlie  Chairman.  Mr.  tlunter,  you  also  raised  the  question  as  to 
whether  setting  up  this  dual  system  would  create  a  competition  in 
laxity  or  competition  in  effective  rigorous  regulation. 
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Our  experience  is  when  you  have  this  kind  of  situation,  there  is  a 
strong  t^nciency  to  make  it  one  in  lasitj.  Aft«r  all.  tlie  people  regulat- 
ing are  the  people  j"ou  see,  they  are  the  people  you  know,  often  tlie  peo- 
ple who  come  out  of  that  industry  to  do  the  regulation,  and  go  back  into 
it  and  be  regulated. 

Under  those  circumstances  why  do  you  think  there  is  a  case  that  you 
are  going  to  strengthen  rather  than  enfeeble  regulation? 

Mr.  HrNTER.  That  was  my  question,  I  am  not  sure  the  answers  are  in 
on  that.  My  belief  is.  among  other  things,  part  of  the  problem  of  State 
regulation  is  the  fact  of  the  boundaries,  and  the  vertical  splitting  up 
of  the  regulatory  function.  I  think  slicing  it  horizontally  into  100 
pieces  instead  of  50  may  end  up  with  a  lot  more  duplication,  confusion 
and  a  lot  more  trouble.  But  that  remains  to  be  seen. 

I  have  a  very  open  mind  on  this.  I  don't  believe  the  case  has  been 
made  yet.  as  my  statement  indicates. 

The  Chairman.  Well,  there  is  one  very  important  element  here, 
which  Senator  Brooke  has  wisely  put  in  his  bill  and  Mr.  Sims  has 
properly  stres.sed,  and  that  is  the  fact  that  you  would  lose  your  exemp- 
tion, and  therefore  you  have  to  compete. 

I  think  competition  is  often  a  far  more  efficient  and  effective  regula- 
tor, especially  of  i-ates,  tlian  regulating  by  an  agency. 

My  time  is  up,  but  do  you  want  to  comment?  And  please  give  us  your 
name  again,  sir. 

Mr.  Clark.  I  am  Howard  Clark. 

The  CHAmMAN.  Thank  you. 

Mr.  Ci^MtK.  We  do  have  some  concerns,  Mr.  Chairman,  because  the 
insui-ance  product  is  so  vastly  different  from  tangible  products,  such  as 
refrigerators,  or  automobiles.  And  we  are  concerned  that  the  competi- 
tion in  insurance  may  be  selection  competition,  as  we  have  indicated, 
because,  you  see,  Mr.  Chairman,  this  is  an  entirely  different  product. 

The  tailor  who  sells  a  suit  of  clothes  knows  exactly  what  his  costs 
are  before  he  sells  those  clothes.  In  insurance  the  cost  of  the  product 
to  the  seller  is  determined  only  after  the  sale.  In  other  words,  the  losses 
imder  the  policies  will  determine  what  the  ultimate  cost  of  the  product 
tothe  seller  is. 

Now  if  this  be  true,  then  obviously  the  seller,  by  selecting  ven'  care- 
fully the  persons  to  whom  he  will  sell  that  product,  can  affect  its 
ultimate  cost  and  therefore  you  have  the  appearance  of  the  residual 
market,  the  people  who  fall  tlirough  the  cracks. 

I  think  the  FTC,  in  the  study  it  did  for  the  DOT  automobile  study, 
put  the  matter  of  assigned  risk  plans,  the  FAIR  plans,  the  residual 
markets,  very  excellently  when  it  said : 

The  hard  to  place  problem  is  an  integral  part  of  the  competitive  (unctions  o( 
the  automobile  insurance  industry.  It  is  a  by-product  of  underwriting  competi- 
tion. Despite  a  complex  objective  rating  scheme,  Insurers  do  not  find  it  prolitable 
to  grant  coverage  to  all  applicants.  Even  within  ttie  moat  highly  developed  rat- 
ing dasBlfication.  there  are  stlil  some  drivers  who  have  distinctly  higher  than 
average  loss  potential.  Insofar  as  the  rating  system  fails  to  account  for  these 
differences,  there  Is  an  opportunity  for  insurers  to  increase  their  proQts  through 
selective  underwriting. 

This  is  the  concern  we  have.  We  are  not  so  far  apart  from  Justice 
as  to  the  desirability  of  competition. 
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The  Chairman.  You  mean  the  Department  of  Justice,  you  are  right 
in  line  with  justice! 

Mr.  Clark.  We  treat  them  as  synonymous,  Mr.  Chairman.  We  say 
that  the  predicate  for  competition  must  be  the  ability  of  the  insurer, 
the  reasonably  insurable  insured  to  select  the  insurer  of  his  choice. 

We  became  ten"ibly  concerned,  Mr.  Chairman — we  have  mentioned 
Texas,  where  rates  are  promulgated  by  the  Texas  board.  But  under  a 
sort  of  quirk  in  the  Texas  law,  there  are  26  county  mutuals  that  are 
subject  to  no  rat©  regulation.  We  would  invite  this  committee  to 
inquire  as  to  why. 

For  example,  there  is  a  Kemper  County  Mutual,  a  State  Farm 
County  Mutual,  there  is  an  INA  County  Mutual,  a  Foremost  County 
Mutual.  A  number  of  these  county  mutuals  are  subject  to  no  rate  regu- 
lation at  all. 

The  last  time  I  looked  at  the  situation,  Mr.  Chairman,  all  of  those 
county  mutual  insurers  wrote  at  a  considerably  higher  rate  than  the 
rates  promulgated  by  the  Texas  board. 

I  think  that  is  a  facet  of  the  matter  thjrt  is  deserving  of  close 
attention. 

The  Chairman.  Thank  you  very  mudi.  That  is  an  excellent  clarifi- 
cation. Senator  Brooke. 

Senator  Brooke.  Except,  as  you  know,  we  leave  the  assigned  risk 
still  with  the  State,  there  is  no  problem  there,  we  have  taken  care  of 
that. 

Thank  you,  Mr,  Hunter,  I  will  start  with  you  first,  and  then  Mr. 
Sims. 

Mr.  Hmiter,  would  it  be  fair  from  your  statement  to  conclude  the 
following:  First,  the  administration  does  recognize  that  the  present 
system  of  State  guarantee  funds  has  serious  weaknesses? 

Mr,  Hunter.  The  Federal  Insurance  Administration  does,  sir. 

Senator  Brooke.  You  are  the  administration  for  that  purpose  ? 

Mr.  Hunter,  Yes ;  I  believe  that  is  true.  There  are  weaknesses  that 
you  quite  accurately  spelled  out  in  your  opening  statement,  sir. 

Senator  Brooke.  Second,  you  are  not  ready  yet  to  suggest  an  alter- 
native to  the  present  guarantee  system  ? 

Mr.  Hunter.  We  have 

Senator  Brooke.  The  administration  is  not  yet  ready  to  make  such 
a  recommendation  ? 

Mr.  HuxTER,  I  don't  believe  we  are  ready  to  make  a  final  suggestion. 
We  think  these  hearings  would  clarify  the  situation  here  and  down- 
town. 

Senator  Brooke.  Third,  the  administration  is  neither  endorsing  or 
opposing  the  concept  embodied  in  S.  1710,  although  you  do  have  some 
concerns,  as  you  indicated,  about  some  sections  of  this  bill  ? 

Mr.  Hunter.  I  think  our  concerns  were  more  on  the  dual  chartering 
than  the  solvency,  as  my  statement  reads,  sir. 

Senator  Brook£.  Are  there  any  studies  underway  in  the  administra- 
tion on  the  subject  of  insurance  regulation  for  solvency  purposes! 

Mr.  HtJNTER,  I  don't  know  of  any  at  this  time. 

Senator  Brooke,  Is  any  such  study  being  contemplated ! 

Mr,  Hunter.  We  have  a  study  being  contemplated  that  would  get 
at  it  tangentially,  but  not  a  direct  study. 
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Senator  Bbooke.  What  study  is  that  f 

Mr.  Hunter.  We  have  a  study  on  the  social — ^it  is  out  for  bids  cur- 
rently— on  the  social  policy  questions  of  insurance  regulation. 

Senator  Brooke.  But  that  does  not  address  itself  to  solvencyt 

Mr.  Hunter.  No.  It  is  broader,  but  presumably  we  will  get  at  that 
somewhat  by  the  nature  of  it. 

Senator  Brooke.  You  say  it  is  out  for  bids  already ! 

Mr.  HuNTEH,  That  is  correct. 

Senator  Bhooke.  Would  you  supply  for  the  record  the  exact  nature 
of  that  study? 

Mr.  Hunter.  Yes,  I  will. 

[The  Department  submitted  the  following  information :] 


DigiLizedbyGoOglc 


m 


REWeST    FDR   PROPOSAL   HO.    H-4S01 


the   placs   diElsnattd   for 
to  th«   DsparCiMnt   of 
:corc]ani:«   wltn   this  Requas 


Att«h«nt 

E 

fIZ^I''  " 

rlelng  Proposal,   Optional 

Att»ehMnt 

□ns  and  Representations 

Attachnent 

md  Water  Certification 

md  Water  Clause 

Attacnment 

Statement-Cost  Accountln 

uid  Certification 

Eaflayment 

of  The  Handicapped 

Att«:n«nt 

Cartlfleat 
Business  E 

terprlsB 

Hotirieatlon  and  Prlv«c> 

Attachnunt 

Si"™''Er 

tgrans  and  Veterans  of  Tti 

™*«S^"p 

Certiricat 

MS',si.'w.'. '.ilia 

D,j.,.db,Googlc 


Inquiries  regwillnji  this  Requaat  for  Proposal 
dlractad  to  Allceuin  Halts,  (20^)  724-003S. 

.hould 

Hollad  proposals  lust  bi  nailed  to  thu  rollow 

ng  add 

Offlcs  Of  ProcurBBcnt  and  Contracts 
Room  6-133  (711  Bulldlni) 

HAND   DELIVERIES  MUST   B 


r  proposal  nust  bs 

opening  bx  unauthorized  Indlvlduala, 
dentirisd  on  the  snvslops  or  wrapper 

Propose  Subul 

Due  Dsts;   Augi 
Tha 

St  2G,  1977,  2:00  p.m.  Local  Time  At 
Placs  DsBlpiatad  For  Reeelpt  of  Offers 

proposal B  in  Psrsg 

HG:   The  conditions  appllcatila  to  lata 
sph  10,  Attachnant  C,  will  ba  strictly 

Tito  Vollaro 


DigiLizedbyGoOglc 


SCHEDULE 

INDEX  OF    ABTICLES 

ARTICLE    I  -   SCOPE   OF   WORK 

ARTICLE   II         -  CONDUCT  OF   WORK 

ARTICLE    III       -    INSPECTION   AND   ACCEPTANCE 
ARTICLE    IV         -   REPRODUCTION  OF  REPORTS 

ARTICLE   V  -  COORDINATION  OF   FEDERAL  REPORTING   SERVICES 

ARTICLE   VI  -  CONTRACT   PERIOD 

ARTICLE   VII  -  PRICE,    PAYMENT   AND    SUBMISSION  OF   INVOICES 

AHTICLE  VIII  -  AVAILABILITY  OF  FUNDS 


DigiLizedbyGoOglc 


Th«  ConCtactol:  (hall  furnish  tha  iwcaaHry  parionnal,  iMtarlali.  larvlcaa, 
•qulpm^nt,  facilities  [eiccpC  as  othecwiao  (peelCiad  heraln)  and  otlwnlM 
do  all  things  iiucatMry  foe  or  incldant  to  die  pcrfonuncs  of  th*  work  sat 
/orth  In  L'xhihit  A,  attachod  hareco  and  hereby  mada  a  part  haraof. 


Tha  Covecnment 


Inq  by  t 


set log  Olttc 


The  CTR  nay  iaana  written  or  oral  InBtruetlons  to  fill  in  details  in 
tlie  statement  ol  work  dcscrlbqd  In  this  contract.     Such  Instruction* 
■u^t  be  within  the  scope  of  tha  work  sat  forth  in  thii  contract  and 
luy  not  be  of  such  a  natura  ai  to  affact  pclca,  parlod  of  parforaanc* 
OT  any  other  pxoulsloni  of  thii  contract. 

The  Contractor's  work  hereunder  shall  ba  cacriad  out  under  the  supar- 


e  of  Key  Personnel  provided  a 


ral    I 


reptap 


■hall  be  perfomi 
ABTICLE    IV    -    BEPROOUCTtQW   OF    ttEPQRTS 
neproduction  of  reports,  data  or  othf 

product  li 

Ed  25  000  production  unit  .,      ,  .,      . 

.n»l  by  multiplying  paq^s  tiaas  copies. 
;a  a  by  10  Vi  inches  or  less     j     ' 


cced  25  000  productlc 
production  units  Is  to  ba  < 

one  side  only  and  in  one  cc 
ready  qppy  toe  reproductloi 
typeaettinq  The  reports  e 
■aatars  and  plates  which  ai 
1   by   n 


■atsrlal,   if  required  herein 
:ed  does  not  axcaed  5.000 
islstlng  of  BUltiple  page!  da 
The  sggtegac 


)r       All   copy  preparation  to 
lust  ba   eat  by  Bsthi>ds  other 
>uld  ba  produced  by  ipethods  employlr 
bo  ba  used  on  alngle 
2s  with  J  mxlnum  linar 


hot 


)nc 


negat 


prepar<^  by  aethod*  or  device*  that 
/er  and/or  positives  prepared  with  a 
roducibles  (caaera  ready  copies  for  i 
I  shall  becone  tha  property  of  tha  Cc 
ie  Coverraent  with  the  report,   data  c 


:illz 


t  dark- 
n  by  photo 
nd  shall  ba 

■atarlal. 


DigiLizedbyGoOglc 


AHTICLE   V   -  COOBDPHriOH  OF  FEDERAL  REPORTIHG  SEHVICES 

In  tl>o  event  that  It  is  ■  conCcactiul  coquireBcnt  to  collocC  intocBation 

ftm  tc-ii  111   more  public  riiapondents,   th* provisions  of  '•'<  U.S.C.  Chipter 
^'  "^it<  apply  CO  this  contract  and  the  Contractor  shall  obtain  throuBh 
the  rKiveri««nt  Technical  ReprasenUitive    {GTFi    the  requited  Office  of  Manage 
nciiL  >itul  Bildqet  clearance  before  nuking  public  contacts  for  the  collection 
of  data  or  a^tpcndlng  any  fund*.      The  authority  to  proceed  with  the  collec- 
tion of  data  froD  public  respondent*  and  expend  fund*  ehall  be  In  writing 
■elqnsil  by  the  Contracting  Officer. 

JIRTICLE  VI  -  COHTKACT  PEBIOP 


[  -  PMCE.   JklHOrt  f. 


ill  pay  the  Contractor  as  full  compeneatlon  for  ell 


work  required,  potfor>ed  and  accepted  under  this  contract,   inclualve.of 
rtll  coat  and  axpeneASi  a  total  lira  fixed  price  of  $ •_. 

B.     Tli9  Contractor  *hall  lubeilt  an  original  and  five   (S)  copies  of  each  in- 
voice or  public  voucher  Idvnttftad  by  the  Contract  Nwbai,  to  tbe  Contract 
AdBlnUtrator. 

ARTICLE   VIII    -  AVAILABILITY   OF   FUNDS 

Funds  are  not  presently  available   for  the  doBcribed  servioeB. 
Any  contract   awarded  as   a  result   of   this   solicitation   is  con- 
tingent upon  availability  of  appropriated   funds   from  which 
payment   for  services  under   the  contract   can  be  made.      No   legal 
obligotion  on  the  part   of  the   Government   for  payment   of  any 
money  under   the  contract   shall    arlne  unless  and  until   funds  are 
made   .available  by   the  Contracting  Officer  for   this  contract  and 
a  notice   of   such   availability  to   be  confirmed   Ir  writing  by  the 
Uontractinn  Officer  Is  given  to  the  Contractor 
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79 

A  STOOT  OF  liJSORAN-CE  AIID  PUBLIC  POLIOT 

Statenent  of  work 

I    Background 

At  Section  1102  of  the  Urtwn  Prc^ierty  Protection  and 
Beinsucance  Act  of  1968  (B2  Stat  556.12  USC  1749),  the 
Congress  found  that  the  "vitality  of  many  Aioecican  cities  is 
being  thrciatened  t^'  tlie  dctecioretion  of  their  inner  city 
areas;  responsible  owners  of  veil  maintaino-il  residential, 
business,'  and  other  properties  in  c>3ny  of  these  areas  are 
rnable  to  obtain  adequate  property  insurance  coverage  against 
fire,  criiie,  and  other  perils,   the  lack  of  such  insurance 
coverage  accelerates  the  deter  ioirat ion  of  th«se  areas  ty 
discouraging  private  investment  and  lestricting  the 
availability  of  credit  to  cei>alr  ai^3  Inprove  property  therein; 
and  this  deterioration  poses  a  serious  ttirsat  to  the  national 

In  order  to  antelloratc  these  conditions  the  Congress 
pccwided  for  a  prcgm  of  reinsurance  against  property  losses 
resiilting  from  riots  or  civil  disorders  for  insurers  or  pools 
of  insurers  participating  in  State  FAIR  plans  (Statewide  plans 
to  assure  fair  access  to  insurrjKe  rcquirensnts).  ihe  pi;ogtain 
was  assigned  to  the  Secretary  of  Housing  and  Urban  Develc^^nt 
who  in  turn  delegated  its  ediainistcaticn  to  the  Fed'aral 
Insurance  Adninistrator,  a  position  created  ty  Section  IIOS  of 
the  Act. 

Subsequent  aoiendnents  a^ed  a  progrfn  of  Federal 

insurance  against  burglary  and  theft,  the  Fcjeral  Crime 
Insurance  Program,  airJ  an  Office  of  P^vievr  and  C0(;>pliance 
charged  with  reviewing  the  o;^ratior.s  of  the  State  FAI3  plens 
to  assure  that  they  ore  effectively  nakirv)  essential  property 
insurance  readily  available  in  the  Nation's  cOTvrunities. 

Section  1246  of  the  Act  authori?^^  the  Secretary  to 
undertake  studies  on  the  opsratiun  of  FAIR  Plons,  the  extent  to 

idiich  essential  prt^aerty  insurar.ce  is  unaviiilarjlG  in  urban 
areas,  the  marhet  for  private  reinsurance,  loss  prevention 
methods  a,-yl  procedures,   ins'jraiice  i^iirketlng  f/sthc^s  arrf 
under«r)ting  techniques.     By  delegation  of  the  Sscreta^y  the 
responsibility   foe  conducting  or  cor-trecting   fee   these  studies 
falls  on  the  Federal  Insurance  /idninistiator. 
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Pursuant  to  his  qxiciel  cesponslhllity  fOr  tba  cm 
narket  and  special  concern  foe  the  availability  of  esMntl«l 
insurance  to  the  Nation's  citizens,  the  Federal  Insucanoe 
Adtninistcatoc  undectook  a  stitity  of  residual  insurance  nartets 
in  1972  v^ich  culminated  in  his  report,  Full  Insurance 
Availability,  In  Septaidicr  1974. 

That  report  recoimended  a  progcan  of  Cull  Insuranca 
availability  under  whidi  all  consoners  who  are  insurable  on 
the  basis  of  objective  criteria  vrould  be  assured  accsss  to  all 
oC  the  coverages  offered  ty  the  private  insurance  market  and 
«ny  cOnsimer  could  apply  to  any  insurance  canpany  through  Its 
xegular  Insurance  channels  and  uould  be  assured  of  the  sene 
coverage,  rates  and  services  as  any  other  insured  of  that 
eonipany  ocoipylng  the  sane  risk  classification,     ihe  report 
outlined  how  thi^  plan  would  vork  and  hod  it  would  affect 
insureds,  agents,  brokers  and  insurers. 

Ihe  report  fowd  that  the  States  had  not  sufficiently 
addressed  the  problem  of  the  denial  of  insurance  throiqh  the 
voluntary  market  to  large  nunbecs  of  applicants  and  the 
relegation  of  hundreds  of  thousands  of  loas-free  risks  to  the 
PAIR  plana  and  other  risk  ncchaniaaa. 

It  Eomd  that  the  current  multiplicity  of  autonobile 
insurance  classifications  is  ivat  based  ort  statistical  evldmcft, 
not  is  the  experience  produced  by  such  fr^mentatlon  credible, 
resulting  in  a  violation  of  the  fundemental  principle  of  spread 
of  risk  inasnuch  as  the  resulting  snaller  class  sizes  sake  It 
Impossible  for  many  Individual  classes  to  be  self  sufficient, 
either  statistically  or  fiscally,     the  excessively  refined 
class  plan  becores  a  device  foe  selectivity  which  is  used  to 
thwart  statutory  prohibitions  against  cancellations  and 
refusals  to  re^-ieu;  in  effect,  sudi  class  idans  make  it 
possible  for  insurers  to  "rate  out"  risks  whidi  they  camot 
■write  out"  of  their  portfolios,     ntrthemnore,   it  found 
mder  this  systen  of  extreme  selection,  aillioos  of  careful, 
safe  and  honest  FAIR  Plan  and  assigned  risk  [dan  insureds  are 
paying  substantially  higher  premiuns  than  necessary  and  ace 
actually  SLibsidlzing  the  amecs  of  abandoned  properties,  the 
irresponsible,  the  drunk  and  the  reddess  driver. 

Ibe  report  also  found  that  the  concern  of  the  pdaile 
regarding  the  avaiJabllty  of  insurance  is  nanlfested  by  the 
periodic  introduction  of  luiislatlon  in  tlte  Congress  to  provide 
either  Federal  control  or  direct  Federal  insurance  where 
insurance  Is  unavai  able  Or  available  at  rates  in  excess  of 
what  are  deemed  "affordable". 
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In  rccmnic.iding  a  cyston  of  Full  Insurance 
Availability,  tho  report  ptoponcd  that  nil  ccxismccs  who  arc 
insurable  should  bo  able  to  apply  to  any  Insurance  cixipany 
providing  the  deslced  coverage  through  regular  insurance 
channels  and  should  be  assured  of  the  sme  treatment  as  ar^ 
other  risk  of  that  Insurer  in  the  same  class.     The  insurers 
uould  be  authorized  to  cede  to  a  Statewide  Reinsurance  Exchange 
all  or  portions  of  the  risks  they  did  not  choose  to  retain 
fully  for  their  orfn  account.  Ihe  insurance  industry  would  be 
required  to  utilize  objective  and  statistically  supported 
classifications  of  risk  and  to  ccnpile  credible  statistical 
data  consistent  vhicli  basic  [M:inciples  of   insurance.     State 
insurance  departments  should  establish  uniforrn  statistical 
plans  to  assure  that  experience  would  be  collected  in  a 
meaningful  ^v1d  intelligible  way.     The  plan  calls  for  all 
companies  licensed  to  do  business  in  the  State  in  the  lines  of 
insurance  covered  ty  the  Pull  Insurance  Availability  systen  to 
be  required  to  participate  in  the  financial  results  of  the 
Eltchange. 

ITte  report  noted  that  consigners  of  insurance  lade  basic 
infomation  concerning  coverage  and  rates,  that  if  competition 
is  to  be  effective,  so  that  insurers  with  superior  product  and 
price  can  prevail,  the  public  must  have  inforntatlon  available 
upon  whldi  to  make  Intelligent  decisions.  It  recormended  that 
the  State  insurance  authorities  establish  public  information 
centers  to  meet  this  need. 

Tbe  report  concludes  that  only  with  Full  Insurance 
Availablity,  the  recaimended  reforms  In  classification,  the 
provision  of  the  required  statistics  and  the  availability  of 
information  to  the  consiming  pjbllc,  could  "open  ccnpetition", 
as  practiced  in  a  nuitber  of  states,  be  justified  and  be 
appropriate. 
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Iconically,  conpetition  thrtxqh  risk  selection  cAthec 
Jtt\an  through  price,  service,  product  quality  «nd  sales 
promotion  creates  a  vicious  circle  i-hich  requires  insurecs  to 
.  be  incceasingly  selective  ceijardless  o£  their  orfn  wishes  cid 
the  long  term  best  interests  ot  the  industry  thus  eggcavating 
Market  distortion  and  rcduciny  service  to  insurance  consunera. 

'  Inpliclt  in  the  discussion  of  Pull  Insurance 

toailsbility  above  is  the  realization  that  insurance,  once 
regarded  as  an  optional  luxury,  has  now  beccne  a  sociali 
business  and  peisonal  necessity. 

Farddoxically,  the  increased  necessity  of  Insurance  and 
the  decreased  need  to  prcnote  anS  sell  has  not  created  a 
Utopian  market  for  the  industry;  instead  it  has  spawned  an 
bicreasing  ntsnber  of  t^llenges  and  problems  for  the  insurance 
industry. 

Inflation,  the  influence  of  fluctuations  in  securities 
prices  on  insurance  surplus  and   therefore  On  capacity,   large 
jury  a«Fards,  the  increased  tendency  to  file  lawsuits,  over- 
cautious undervtiting,  the  explosive  effect  of  consunerian  and 
envirrwvrental  concerns  on  the  perception  of  insurance 
retjuirem^nts,  the  increasing  difficulty  of  securing  insurance 
through  regular  channels  for  urban  property,  all  of  these  have 
been  reflected  in  problems  of  unavailability  of  essential 
insurance. 

In  this  seene  environment  the  nation  faces  extieaely 
ditical  proble.-ns  in  medical  malpractice,  v.orhers  conpensation, 
products  liability,  nunicipal  liability  and  related  lines, 
Kany  are  prone  to  seek  Federal  solutions  to  such  problens. 
Similarly     some  proposals  for  National  Health  Insurance  would 
exclude  the  insurance  industry  fro:n  a  significant  role. 

Q^stions  have  been  raised  about  the  effectiveness  of 
COOpetltion  in  the  inE;urariL:e   industry  in  protectir^  consirrers. 
Questions  have  also  been  raised  jibout   the  effectiveness  of 
State  regulation  in  both  the  (xotection  of  cOnsurers  and  the 
assurance  of  the  solvency  of  insurers.    The  role  of  the 
Insurance  industry  is  bound  to  be  a  significant  factor  in  the 
developing  incuiries  In  the  search  for  alternative  methods  of 
Injury  reparation. 

All  of  these  developnents  involve  questions  of  public 
policy,  of  econoinic  efficiency  a.id  of  the  preservation  of  an 
effective  role  for  the  private  enterprise  insurance  industry. 
Uiese  (piestion  call  for  investigation,   for  analysis,  for 
illumination  and  for  interpretation. 
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Seme  research  has  been  done  on  major  insucance 
pcoblans.     onp  company  has  done  saw  fine  work  in  modeling 
natural  disaster  exposuce.     Another  has  made  significant 
efEocts  in   the-  area  of  autonobile  accident  loss  reduction.     A 
few  have  studied  insurance  markets.     But  little  has  been  done 
in  the  major  areas  of  pislic  policy  and  insurance. 


The  Federal  Insucance  Administrator  proposes  an 
objective  stuay  of  these  problans  i.^ich  will  encompass,  as  it 
develc^,  the  statist  cal  method  in  property  insurance] 
incentive  and  moral  hazard,  intra-indjstry  subsidy  mechanisns, 
the  economic  cole  of  insucance,   the  efficiency  oE  insurance 
irerlcets,   ways  in  trfiich  state  regulation  can  contribute  to 
greater  market  efficiency    and  coles  foe   the  private  insurance 
ipAjstry  in  meeting  the  critical  insurance  needs  of  the  public. 

Hk  enRjiasis  will  be  on  Illiininatir>g  public  policy  with 

the  goals  of  consiuiec  protection  and  Gconcrsic  efficiency. 
Only  ty  achieving   full   infocmation  and  under starding  of  these 
issues  can  the  Federal   Insurance  Admnistrator  be  in  a  position 
to  respond   to  the  inevitable  Congressional   inquiries  and 
initiatives  in  a  manner  which  serves  the  pjblic  interest,   the 
protection  of  consuners,   and   the  strerrjthening  of  state 
regulation,   with  due  reMgnition  to  the  essential  role  of  the 
private  enterprise  insurance  industry  in  providing  the 
irxsurance  services  t^ich  our  nation  requires. 

Ihis  RPP  Is  designed  to  perform  the  essential  prelimin- 
aries for  such  a  study.     It  Is  related  to  the  fact  that  the 
prapeity  and  liability  insurance  industry  suffers  from  insuffi- 
cient basic  leseard).     Such  research  in  turn  is  hindered  by 
significant  data  limitations. 

II  "Objective 

Ihe  objective  of  this  study  is  to  develop  a  solid 
foundation  for  analysis  by  overccming,  to  the  greatest  extent 
possible,   the  data  limitations  and  outlining  the  path  and 
direction  o£  the  successive  Inquiries.     S[>ecifically  the 
purpose  of  this  stuJy  is  to  develop  a  literature  search  for 
relevant  topics  in  property  casualty  insurance     to  classify 
and  abstract  such  literature,   to  review  data  sources  for 
statistical  and  insurance   information   in  this  area,   on  the 
basis  of  the  litecaiure  and  data  source  review  an^ 
classification  to  devel^  an  Insurance  Policy  Resource  Book, 
to  define  critical     ssues  in  this  area  of  insurance  requiring 
study  and  to  perfor.ii  a  critical  evaluation  of  existing 
literature  on  Insurance  Classification,  preparing  a  final 
report  encctrpassing  the  results  of  the  research. 
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Ill    Scope  of  Work  ■ 

In  order  to  achlera  the  above  stated  objective,  the  contractor 
tfialL  provide  the  necessary  personnel,  clerical  services,  materials, 
equipnent  and  facilities  to  accoi^ish  the  following  tasks: 


Hm  contractor  shall  subidt  within  thirty  (30)  days* after 
the  sward  of  the  contract  a  work  progrsn  including  rationale, 
criteria,  pcoceduies  and  fronework  for  analysis  for  the  tasks  below, 
Itie  cm  will  provide  review  comients  on  the  work  program  to  the 
contractor  within  thirty  (30)  days,     ihe  work  plan  nust  be  approved  in 
writing  ty  the  (?rR  prior  to  Initiation  of  the  followli^  tasks. 

tesk  B    Literature  Seardi 

Vie  contractor  shall  review  current  and  recent  literature  on 
pcoperty  and  casualty  Insurance.     In  so  doing  be  shall  give  q^ecial, 
but  not  exclusive  attention  to  the  following; 

1.  Availability  of  Insurance 

2.  AfCocdabllity  of  Insurance 

3.  Fire  Insurance 

4.  Crime  Insurance 

5.  Autonoblle  Insurance 

6.  Other  Liability  and  Casualty  Insurance 

7.  Classification  and  Pricing  of  Insurance 

8.  Non-standard  and  Surplus  Lines  Insurance 

9.  Assigned  Risk  Plans 

10.  Profitability  and  Growth  of  Residual  Market  Insurers 

11.  Statewide  Reinsurance  Pacillties 

12.  Joint  Underwriting  Associations 

13.  Ho  Fault  Insurance 

14.  Product  and  Professional  Liability 

15.  Actuarial  Practice  In  Proper tyAlabllity  Insurance 

16.  Underwriting  Practice  in  PropertyA lability  Insucance 
'17.  Markers  Conpensation  Systsns 

18.  Effective  Conpetitlcn 

19.  Open  cooipetlticn 

20.  State  Regulation  of  Insurance 
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Task  C    Classification  and  Atatractlnq  of  Sources 

1.  Upon  the  basis  of  the  literature  review  and 
consultation  with  appropriate  kncMledgeable  individuals  and 
organizations,  the  contractor  shall  divide  the  articles,  books, 
pamphlets  and  other  rnaterials  into  those  which  are  rele-zant  and 
those  %Jhidi  are  irrelevant,     ihe  relevant  sources  shall  then  be 
classified  as  follOTs: 

a.  Abstract  foe  certain 

b.  Mstract  if  possible 

c.  Abstract  perhaps 

d.  List  but  do  not  abstract 

2.  Prepare  100  abstracts  of  150  -  200  uords  each  of  those 
falling  in  categories  a  and  b  above.     Such  abstracts  shall  identify 
the  subject  discussed,  the  hypotheses  tested,  etc.,  sunrarize  the 
Major  coniponents  of  research,  list  and  conment  briefly  on  the 
results. 

3.  Prepare  at  least  50  abstracts  of  30  -  35  mrds  each  of 
sources  in  categories  a  ,  b  and  c  above  exclusive  of  those 
abstracted  in  C  -  2  above. 

4.  For  all  articles  and  sources  In  categories  a,  b,  c  and 
d  prepare'  an  index  shewing  in  addition  to  author,  title, 
publistier  or  publication,  voliine  and  date,  af^c^tiate  categories 
which  may  include:     (1)  types  of  Insurance  covered  or  referred 
to;    (2)  nature  of  article;  enpirical,  theoretical,  or  ccmnentary 
(3)  degree  of  evaluation  and  classification  ty  subject. 

T^k  D     Statistical  and  Insurance  Data 

The  contractor  shall  survey  the  availability  of 
statistical  data  on  insurance  finances,   underwriting,  profits, 
losses,  classifications,  sales,  inccme  and  other  measures  of 
Insurance  activity  for  fire,  crime,  automobile  and  liability 
insurance.      This  survey  shall   include  published  data,  data 
available  frcm  insurance  ccnpanies,   insurance  associations. 
Insurance  rating  bureaus,  reinsurance  facilities,  state 
regulatory  authorities.   Federal   agencies  and   insurance  and 
financial  reporting  agencies,  data  available  at  no  cost  and  data 
retrievable  at  reasonable  cost. 


DigiLizedbyGoOglc 


-  Type  of  in&ucance  (e.g.,  flrei  ( 


—  TypB  of  reporting  unit  (e.g.,  individual  polic^wlderj 
Individual  claim;  ccnpany;  or  groups  of  companies) 

—  Collection  method  (e.g.,  closed  claim  Gurve/i  personal 
interviews;  mail  questionnaire;  data  regularly 
collected  under  standard  statistical  plans  oC  rate 
bureaus;  etc.) 

—  Period  covered  by  available  data 


—  Access  arrangements  [e.g.,  time  required,  cost) 

In  addition  the  contractor  shall  survey  all  etatlatics, 
particulary  time  scries,  relevant  to  analysis  of  the  insurance 
industry  and  non-insurance  data  relevant  to  insurance 
classification  su^  as  danographic  data,  accident  statistics, 
police  reports  and  the  like. 

On  the  basis  of  his  exeaninatlon  of  these  sources  of 
Information  necessary  or  useful  in  the  analysis  of  insurance 
pcoblens,  the  Contractor  shall  index  then  in  a  system  conpatiUe . 
trlth  that  used  in  Task  C  above. 

Task  E  Pevelop  Insurance  Policy  Source  Book 

On  the  basis  of  the  listings,  abstracts,  classification 
and  indexing  of  publications  and  data  sources  performed  on  Tasks 
C  and  D  above,  the  Contractor  shall  devel^  a  policy  source  book 
for  studies  in  insurance  and  public  policy.  In  so  doing  the 
Contractor  shall,, . 
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1.  Edit  the  abstracts  prtpaxcd  in  Task  C  above, 

2.  Incorporate  classified  lists  of  articles,  books  and 
reports  relative  to  p^ic  policy  on  insurance  as 
pc^taced  in  Task  C  above, 

3.  Give  qtecial  attention  to  materials  on  the 
availability  and  affordability  of  insurance. 


5.  Include  articles  and  oc  abstracts  on  the  concept  of 
effective  coti^ietition,  state  regulation,  product  and 
pcoCessional  liability.  Insurance  underwriting  Inccme 
and  loss,  Invesbnent  income,  insurance  capacity, 
insurance  ratsnaking.  residual  markets  and  the 
Federal  role  in  Insurance, 

6.  Organize  the  Insurance  Policy  Source  BocA  so  that  it 
will  be  a  valuable  resource,  data  base  and  reference 
source  for  researchers  and  policymakers  in  the  areas 
of  public  policy  in  insurance.  Federal  role  in 
Insurance  residual  markets,  classification  and 
statistical  method,  incentive  and  moral  hazard, 
si^sidy  mechanian,  cconcnic  impacts,  market 
performance  and  related  areas. 

Task   F  Define  Critical  Issues 


public  policy  requiring  research  and  investigation. 

1.  In  examining  areas  of  research,  consideration  shall  be 
given  to,  but  not  limited  to,  sudi  subjects  as. 


c)  Residual  market  medianisns 
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d)  Actuarial  pcedlctablltty 

e)  Capacity  and  insucance  availability, 

f)  Injury  lepacation  and  insurance  avai lability > 

g)  Classification  ar^  statistical  method, 
h)  Ratenaklng  and  statistical  nethodf 

i)  Incentive  and  motal  hazard. 

j)  Internalization  and  siiisldy  inedianisns 

k)  Financial  pcwer  and  capacity  as  insurance  nacket 
factors, 

1)    Efficiency  of  competition  and  market  ocganlzation, 

■)    Ways  in  trtil^  the  insurance  industry  can  perfbnn 
an  effective  role  in  the  solution  of  current  and 
evolving  insurance  problems  of  public  and  national 
concern. 

n)  Risslblllties  for  mare  effective  contribution  by 
State  regulatory  authorities  to  the  solution  of 
insurance  problens  of  piAilic  concern. 

o)     Insurance  and  Inflation 

2.     Picm  the  Issues  of  critical  concern  considered,  the 
Contractor  shall  select  those  for  which  he  reccnrnends  that 
research  be  undertaken  and  for  which  he  is  satisfied  that  data 
can  be  secured  and  analytical  methodology  is  available.     ?oc 
those  issues  selected,  the  Contractor  shall... 

a)  Arrange  them  in  order  of  priority,  assigning  equal 
priority,  if  necessary,  to  those  that  could  be 
undertaken  simultaneously. 

b)  Provide  the  followlcq  information: 

1)  Title  of  the  Issue 

2)  Description  of  the  Issue 

3)  Miy  the  Issue  is  Important 
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T^slc  G  Introductory  Imrastlgatlon  of  Risk 

Class i Fi cj t ion  in  Property  and  Gisujlty  Intaimnfcc 

Cn  the  basis  of  his  revl(7<'  oE  the  literature  and  experience 
in  examining  property  and  casualty  insurance  classifications, 
the  bases  for  the  classifications,  the  inferences  and  assumptions 
on  t^ic^  the  classifications  are  based,  the  indications  and 
iiqiacts  of  such  classification,  the  contractor  shall  prepare  a 
critical  cevieM  of  the  literature  with  implications  for  fucthec 
investigation. 

IV  Task  Products 

A  Monthly  Progress  Reports 

Ihe  contractor  shall  suimit  five  (5)  copies  of  a  monthly 
Progress  Report  covering  work  acccnplished  during  each  calendar 
■onth  of  contract  performance  for  each  task.  Ihe  reports  shall 
be  brief  and  factual,  and  shall  Include; 

a.  Appropriate  cover  Infonnation 

b-  A  description  of  overall  [xogcess  plus  a  separate 
description  of  progress  for  each  task  on  lAiich 
effort  was  expended  during  the  report  period. 
Description  shall  include  pertinent  data  and 
sufficient  detail  to  explain  significant  results 

c.  A  description  of  current  pcoblens  and  proposed 

corrective  action  in  terms  of  unpact  on  cost,  manpower 
and  timeliness  of  performance. 


The  monthly  Progress  Reports  shall  be  submitted  to  the  GTR  not 
later  than  the  tenth  (10)  working  day  after  the  reporting 

B  Work  Plans 

TTie  contractor  shall  suttnit  to  the  GTR,  within  thirty  (30) 
vorkdays  after  contract  award,  five  copies  of  a  work  plan, 
identified  in  Task  A  abovs. 
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C    Interim  Bepocts 

The  ctmtractoc  shall  sdxnlt  to  the  OTR  foe  ccmnent  five 
(S)  copies  of  the  draft  interim  tepocts  of; 

Task  B  -  Liteeature  Seardi 
l^sk  C  -  Classification  and  Abstracting 
Task  D  ~  Statistical  and  Insurance  Data 
Task  E  -  Insurance  Polity  Source  Book 
Task  F  -  Critical  Insurance  Issues  Requirirq  Study 
Task  G  -  Critical  Evaluation  of  Existing  Literature 
on  Insurance  Classification 

D    Draft  Final  Report 

Ihe  Draft  Pinal  Report,  enconpassir^  the  products  of  Tasks  B 
throi^h  G  shall  be  subnitted  in  three  [3)  copies  to  the  CIR  for 
his  review  and  coranents  no  later  than  IS  nonths  after  the  signing 
of  the  contract. 

Ihe  GTR  vfill  return  his  caitnents  within  thirty  (30)  days 
after  receipt  of  tl»e  draft  final  report. 


the  Pinal  Report  called  for  under  Task  H  of  this  contract 
shall  be  suhnltted  to  tiie  GTR  no  later  than  eighteen  (18)  manths 
after  award  of  the  contract.  In  15  copies,  one  of  whldi  cdiall  be 
an  error  free  reproducible  copy, 

P    Report  cowers 

Report  covers  shall  be  mitten  in  the  following  form: 

(1)     Interim  Reports 

Interim  Report 


A  Study  of  Insurance  and  Public  ^licy 

Contractor 

Performed  under  Contract  Ho. for  the  Federal  Insurance 

Mnlnistration,  U.  S.  D^arbnent  of  Housing  and  Urban  Developnent 
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(2)  Pratt  Final  Report 

A  Study  of  Insurance  and  Public  Policy 
Oontcactoc 


(3)  Final  Report 

A  StuSy  of  Insurance  and  Public  Polity 
Qmtractor 
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Ibe  above  products  shall  L>e  delivered  in  accordance  with 
the  followii^  sdiedule: 

Product  Delivery  Date 

7b^  B  4  ponths  after  contract  airard 

Task  C  6  Months  after  contract  amrd 

Taste  D  9  aionths  after  contract  award 

Task  E  11  months  after  contract  ward  . 

Ttek  F  1  year  after  contract  award 

Task  G  13  months  after  contract  award 

Draft  Pinal  Report  15  nonths  after  contract  award 

Final  R^iort  18  nonths  after  contract  award 

Factors  For  Award 


Part  I  -  Tedwical  and  Management  Factors 

Tedmical  and  management  factors  tAidi  will  be  used  In 
the  evaluation  of  proposals  are  set  forth  below,  with  SLfcfactors 
being  of  equal  importance. 

A  Understanding  and  Approach  (35) 

Understanding  of  project  objectives,  scope  and 
task}  quality  and  effectiveness  of  conceptuiil  and  tecimical 
approach,  with  special  enphasis  on  public  policy  consideration; 
grasp  of  pot^itlal  research  difficulties  and  suggested  uethods 
for  their  solution;  extent  to  whle^  alternative  appcoadies  to  the 
research  have  bee^  considered  and  the  rationale  for  selection  of 
the  proposed  approach. 
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B  Canpctence  of  Key  Personnel  (3S} 

1.     Project  Manager  -  Experience  in  managing  projects 
of  similar  scope  and  caiplexity;  experience  in  reseacch  for 
public  policy  detonni nation;   prcper  ability  to  manage  performance 
of  required  tasks  vjitnin  time  and  resource  limits;  time 
comnitment  to  managonent  of  this  project:  relevant  experience  and 
capability  in  directing  projects  oc  progrsns  involving  most  of 
the  following  areas: 

a)  Insurance  -  including  risk  classification, 
rate-making,  underwriting,  availability  of 
insurance 

b)  Economic  analysis  -  including  stidies  of 
competition  and  market  performance,  price 
structure,  market  segmentation,   industrial 
oc<|anization,   econcnics  of  insar^mce, 
econcmlcs  of  finance,  risk  and  uncertainty, 
legulation  of  industry,  public  policy 

c)  Statistical  analysis  ~  including,  probability 
theory,  correlation  and  regression  analysis, 
analysis  of  inference,  significance, 
statistical  methods  in  risk  analysis 

d)  Actuarial  analysis  -  risk  measurement  and  rate 
making  In  property  and  casualty  insurance. 

e)  Public  policy  -  consideration  of  meeting 
social  and  public  requirEments  from  scarce 
resources. 


f)  Data  collection  -  including  the  ability  to     ■ 
earn  the  confidence  and  cooperation  of 
industry  sources 

2.  Key  Professionals  -  Adequancy  of  professional 
competence,  skills  and  experience  to  carry  out  effectively,  undei 
direction,  the  task  responsibilities  in  the  project  -  Extent  of 
involvement  in  specific  tasks. 
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C  Organizational  pjaltficatjons  (15) 

Bcperlencc  of  the  organization  ani  its  cotoponent 
elements,  associates  or  sub-contractors,  in  pursuing  successful 
research  eEfocta  in  Blniliar  or  closely  related  areaSi  vith 
^lecial  enphasis  on  piAilic  policy  considerations  and  In 
coordinating  and  effectively  utilizing  staff  with  expertise  In 

a)  Insurance 

b)  Eoonomlc  analysis 

c)  Statistical  analysis 

d)  Actuarial  analysis 

e)  Public  policy  fomulatlon 

Ihe  organization  should  denonstrate  its  quallficaticn 
on  the  basis  of  its  experience,  that  of  its  principal.s.  Its 
professional  staff,  and  of  the  professionals  associated  with  it 
for  this  effort,  to  produce  a  report  of  a  guelity  to  be  useful 
and  cradible  in  public  policy  formulation. 

D  Project  Organization  and  Hariagerent  Plan  (15) 


definition  of  responsibility  and  accountability  for 
specific  tasks  and  functions  of  specific  nsned  key 
individuals  within  the  organization  anj  their 
specific  time  connltments: 

2.  Watk   pcogron  of  task,  Ei£>task,  products  and  tine 
sdiedule  for  the  performance  of  these  tasks  and  delivery  of 
reports;  and  procedures  for  supervising,  coordinating  and 
evaluating  task  performance  and  for  maintaining  firandal  and 
tine  scliedule  control 

Bif:hasis  whi<^  organization  managenent  Hould  place  on 
this  effort,  specifically  its  ability  to  ccmnlt  capable  staff  to 
support  the  project  and  assure  conpletion  on  schedule. 
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I^rt  II  -  Cost  Factors 

If  the  auard  is  made  on  the  basis  of  the  initial  proposal 
subnitted,   in  response  to  this  request  for  [voposals,  the 
Prcfnsal  costs  will  be  ccxisldered  in  addition  to  the  factors 
described  in  Part  I  above  to  determine  whi<A  proposal  is  nost 
advantageous  to  the  Goverr>nent. 

If  awacd  is  niade  after  establlstnent  of  a  canpetitive 
range  and  negotiations  are  entered  into  with  the  proposers  In  the 
coopetitive  ranger  the  final  cost  submitted  will  be  considered  in 
addition  to  the  factors  stated  in  Part  I  above,  to  detemine 
Hbich  pcoposal  is  post  advanU^eous  to  the  Goverment. 
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GENERAL  PROVISIONS 
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raqiH  Id  KtWiv  m  H  iqulUUl  ifOM**!  of  ft*  P*™ 

01  petal  ^tdtM  la  Ikt  noMCI  i*lilli|  la  Oi  «» 
HnuKt  tof^  of  ili>  mnlnd  (tta  poniDa  b)  m^- 

mud  ty  Ibi  Nol 
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ti  nUilM  knnDdn.  If  dii  toul  «r  nch  F*y«*u  >•  i" 

da  uAh  tUa  diK,  Hch  tn»  riaB  bf  m*!'*  ^  t>K 
Caancwt  U  ibt  GaaauB  Ufa  doniid,  lofiihtt 


n  ifui  Utt  iuc  of  w 


■  COiMneUat  OfTiea  by  r 


"doiwEtic  aaiutt  tnd  product"  mnni 
urid  tnd  product  whldl  hu  bcm  miiH 
IC  Uiuled  sum  Uld  (B)  u  Hid  prodMI 


nciini  orTicei  ih*U  be  fiul  ind  concJuim  un 


cmrUitod) 
kuid'u'ihe  ploducu iifiFTEd'io  in'a]  (ii) «  OV) «!)>'• 


(b)  Tin  Conlncloi  i»««  Ui 


uwtbk   (Iht  foK- 
ccen>b«  IT.  1954.) 
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i4.«Mi«»MiALivruHJC00NnMcnMT  _._.  _  . 

tf  thk  ooatncl  H  Th  tk*  imnlKKm  «  fiinlMv 
of  MMiteh.  wfphi.iniclw.m  i  n  » i  fa  m  hhdi  (4)  artmaiKn  TW  CuiiBilIii  ^1  lw»n  t«» 


(•)  JtBvA  TW  CsaoiOgr  riid  MMdi  mnol 
5lt  J&).  UA  T 


TM  oooinet,  u  At  «Mi  Uut  tt  ti  of  >  diuKUi  t  ,  ... 

^kUM  ki  te  CoMnd  WMk  Hdhi  ■>]  Srf<*y  SWl-  oi«ngflkikin»rirfLibgi(4ICPK.  A-CQ). 

■A  Ad  («0  U  J£.  3Xl-33ii.  k  al^Kt  u  ihi  ruDxriH 


tMHIJlillnMnf  Ihilirii  DMki^ 

1   No  Connoof  oi  wlv  i^lmw  w  itilf  to  mtHufmit  tKH«f  m, 


amiywtetiMoffenylMfcuctiHiiUwtwi  HMu*  to.  at  tottolm:  Biipliiyiw,ii| 

iKHknl4MMthtpra«BWgr«>C0MitR«Mk0>in  Boo,  «  BiaAi;  nLiiiliiiiiil. «c  mr^lm 


H  hk  b^c  nu  of  piy  f«  il  iKk  how 

mHoT  iMI  hounM  at edkidij dty  a< fai  ^hm  ^h^^bib^im  id  i^iiiiji»hiii^^^^m 

<ybi>urttaiH:l.>c<k<>«t.whkbn*lillK  .-ter—.  noBf  W  t.  piwMX  by  ^i  Cu«iiLfc» 

tforowllmlnun  Offlf  wta<  fartti  ft»  nuiWi—  vl  tH  t^  Ot^or 


mftiyi  SB  adink  kia«aa(a^  ho«  h  J 

oMf  a*!— fcrt  Mifwlnf  ftmyhDMuMi  MOtln  at  tta  CtMncMTt  a 

FmiMilorita«mttMa<pini|*i<brpDwi|ib<i}.  B|imI  0|>»Wb>I»  gt.  mt  t 

d—Mcti  Tit  CofHiuUna  Dnkti  ny  wIeUidU  fnjq  (E 


a  ka  mi  llil  kr  Oh  Wbt  Dmiki^ 


lBk«nir«iTiBntl^tayfcMWraotiiidiCoomao»  HiyaCUtsi. 
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iicdaiiirilic5Kmii>orUlii>i,gipvrH»nirhtrcIu,uiil  14.  ItOTICE    ANO   ASSISTANCE   HEGAHaiNG  P 


K  caiindBii  t^Bty  ud  Uit  SeofUry  dT  Libor  Tor 

•iIBKi  of  tnKOifiilni  to  UBiulo  canpUina  with  (i)  Tht  Cuiinnai  ihiU  report  to  the  Conuiclin) 

leh  niki.  nfuhtlou.  Hit  ndm.  onkti.  prompUy  ud  la  itmHublc  wrhiin  dcufl.  cadi 

notlct  or  ctkliti  or  |»ttn1  oi  topyright  mfruiBcmeitt  bqed 

[f)    Id  IkK  nml  of  !)■  ContTBCIor'i  iioncDinf4iiiKe  0"  tfl'  ptrformnct  of  (hit  SHKnd  of  wfaldi  Itit  Con-' 


la  pan.  ud  tht  Coolnctei  my  bt  lidind  iBdlflblE  GaiRiunEni,  on 

(mram  ComnnnH  oalncti  ki  Kcodua  wlih  <V»  infrinF™! 

odiBti  wthonial  l>  Eicculn  OidH  No.  IIIM.  of  antful  «  oul 


puifnphi  (fl)  (hiDI^  (^  [A  ticrv  tubconlnct  IM  pu 

lioa  XM  of  EikuHyi  Oiihr  Ko.  n  ?46  of  Seplnnbci  2 
1*61,  B  thil  ludi  piDliioiii  win  b<  Mndlot  upon  o^ 


■Mon  of  Uw  ContiKtoi  pcttiinli«  lo  nich  mil  oi 

upcH  of  tin  GonnuiKnt  lutpi  wbnt  (be  Con-' 
lor  huipecd  lo  idemnlfy  thtCgnnunuil. 


IN  OF  LABOR  SUHn.US  AHEA  | 

fThc  foDovini  cUmt  b  ippUaMt  If  ihb  contnci  I 
uMdi  11,000.) 

(t)  II  b  tht  policy  of  Uw  CoTtimncnl  (o  twifd  con- 
icu  to  bbm  uiplui  irei  qncsn  tlni  (I)  luir  be«i ' 
:nlf«i  by  ibe  Secmiiy  of  UbcM  (hnoftti  refwml  to  | 


..  KvcclMy,  o.  (I)  uc 
»  tg/tt4  to  pTTfonn  njl 


(b)  Jn  tomplyin^  with  pui^iph  (t)  of  thli 

TlK  Conliiclor  wimnli  ihal  n  p?r»ii  oi  Knio^  Incloi   Jn    plaan^   Ibl   nibconlrtdi  ihiD   obwr 

thii  conlrid  upon  to  ajrccnicof  0<  iii>dn>luidin^  foi  i  c*nu  with  j  firil  pnhitna  which  Irt  «|H  Built  bi 

corranimon,   pnixntitE.  btobni|».  or  uoliDinil   he.  concimi:  {!)  olhn  MjliTitdtlitiblr  tmrnini  with 

<iapiii|  bunt  fidi  employtfl  or  bom  fidi  tsibliilKd  pufirtncti  (3)  EEiHTiid-cliiiMe  concttm  wilh  i  i 

tnaar  foi  Ihi  purpos  of  leciinni  biflintn.  Foi  btiadi  oi  olbn  ailtn<d4lltibk  conccnu  wlih  i  Hand  prtb 

noliUoo  Bl  ibli  wirfinty  ih>  CovtmnKnt  ihill  hint  the  (S>  ptnliitiil  or  tubnulM  libot  Hrplin  ini  u 
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II.  GOVEflNMENT  PIWPERTV 

(i)  CorrrmKBU^uniMii^  fHpny    TV   Cain: 


tadi*iiiqii<inalkiiii,U|MlwMlkiKkitbIiid*u  f«(  llH  parfgnma  sT  lUi  H         . 

li  taruniBUH  u  ikt  Coancuii  may  nqBH  ui^  ■  OIIV»,  ifan  ftfrtnwiiiMi  e#aiCniuim  (ar.W 

■y  nwnbty  ta  nquiid  f«  lln  feiumhd  lui  of  kkIi  Oa  •AMmtm  sf  pi«v-<r  <hm  •  dMMM  k  tk>  («■ 

rODIiiy   (hMlMfUi  rtfond  Is  u  "QnnnminH-  of  pBfsnHiu,  ih  Mi  cm  WUMNt).  itaa  iriJ^Mi 

Id  ftoftny"^-  The  dtivny  or  ptrfonittna  datti  id}ial  locfa  m 


Jh  Byltn  Of  MtTlsi  u  bi  tonWwd  by  tta  Coa-  *•  Iktm. 


llfHHkMI  -lllllllll    I    1 |l      lll^f  I  il  lll~1lMpi"lllll|l 

OBI    umaiHiiHimiHwiiiwi    pv^vny    nMttMt   Tof   ute  nf lUicOBIOCI, 
(uapi  foi  aifli  pntMy  toiUkad  -m  u")  >ii  be  dtlK- 
■nd  lo  Mil  Coainoot  n  ihi  Unw  aaud  M  (hi  SchHiuto 

•,  irao(BUM.taKMdHIttailoHubhthiCon.  (0  mk   Tttk  lo  d  f>o|MD>  hnUad  by  M* 

"?  . ..  ...  y J. J. . u.  J- mm. lii<»*Bt» 

iBtliathiM.Ma 


ConliKlot,  ink!  i  deUnriniltw  oTlht  delay.  If  .nr.  TaBBa|-  danw)  aoyiind  by  Aa  CiMnMi  faa  *a 

heud^  ny'iuch  My  "in  ic^^K*  M^lbt  p"o^  **  °'!|Sr!S'ir'iJ?l!i!^ZiM'-**^  "■a'!S^ 

wllb  aU  ptsfany  ac^nlfad  by  tta  QMnctoi  Mi 
I  uMi  bi  Ihi  Coiinnal  will  Ui  luivifli.  k 
to  Oh  rnnWoB  of  Oil  daoia  wd  k  hnfeirflv 


fiunMwl  ~ai  M',  bi  Ihi  «■«  tbi  Comimm-fiiniiriiad 


iHUpt  Uiaiaar.  unify  iha  CHitiaaliv  Ofllcer  at  uch  ^  Cmammiii  prapnty  <»*  wt  »a  •X^^^fJV  *• 

iiuim  ^  prapHiy  t>  Iha  Gonninnl'i  ti^pmii  m  "™'.'^  ""  °°™?™™  *^  *^  OuMMal 

DAnste  d^DB  oT  Ibe  pnrDtty.  or  (U)  ifTacr  repaln  91  piDpany.  or  aiy  pan  thitBt.  ba  «  baegoi  a  Oninor 

mdlflaltoa.  Upon  thicampMlaiiorO)<x(ll)abon,  km  iuldinllfy  m  panonahy  by  naaon  of  iltoaUciii  !• 

till  CninMnf  Omoi  upon  wrillan  nquHl  of  UK  Con-  vr  "•"f 
McWf  iM  Mf^lMi  a^iM  Ihc  dibwy  v  parfomiBcc 
*la>  01  Iba  MDiUan  pitca.  v  both,  and  ny  othK  con-  W  Vm  of 

»  01  dlqioMtlon,  pnipany  41111. 

f*na  oftk  Hk  apprewd  by  the 

w  M  (III  <ten  of  iMi  RHUict  pwfinnanLiofAHi 

M  -Oaniia.-  Tba  fan(Dla|  prnMoaa  fof  i^iH'  ihaan^ 

dt  for  braadi  of  eoHnd  by  mmx  o(  any  daily  In  "'"'  A<VWr-   Ilia  Co«ra» 

lyoidallwiyof  adM«lnai.  hacmidiBcawlib to 

I  foe  In  Mandid  pntran  kh  (ha  ulU 
pHKiiuioii  of  Cvn 

by  tbi  Conuicioi  la 


(I)  By  aotlDi  bi  «iMii(,  Ibi  Caaibaalaf  Odkn  bi^  n  Ihi  ConttacMi  ikall  aika  lach  rapafe  afdii 

■^  fflditiaiw  ftt  pwpaiiy  prorldad  oi  lebi  pnwldid  9«v^  »  ibi  rriiiiMiai  ibmii  nmldaf  bn 

by  iht  Coaiiiiaaiii  mdm  <Mt  ooBUag, oi  (II)  mbiUniu  dial  IfibaCoHnWgtMmWlaatti^i^  iMbbiilw 

ba  Cowi—aai.  aadii  Jdmamia.  Thi  Tba  aoatnel  piiai  biiliidai 
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iMO.  tht  Con 


Th«  pcnonnel  ^Karird  In  in  iitBCtmcnl  lg  Ihi 

pcrfgnncd  bertimdci.  Prior  10  dhwriinf  my  otiht  ipac 
ncd  bdMdwll  lo  other  pmyami,  Ihe  CmlTBClvt  ^ul 
(0  Xitf  0/  LsK  VHat  oUteiMK  pnxWad  in  Ihis  notify  the  ConuicUr^  CMTIar  lUHnabi)'  In  vlnin  •» 

nma,  ilKCaainci«HWBintlHiWiar.nd<ullbt  ihill  kibnii  JnnUiatiDn  (tuchidbif  ptapaad  lOlKUni 

n^onftti  foi.  MykMietwdMinaCgiinrMnlprBp-  Itoiu)  in  nifDciiiii  deua  la  pcmil  mlvilloii  of  lb 

«y  pnM^ndHMiIaniictrgpnliiMlwrlaliiiii  Inpw  m  dit  ptatfon.  Ho  llm*in  JhU  be  »■«•  by  Ui 

or  ufoii  pHHti  o(  Wli  Amto  n  ttM  GomimtrH  u  Conlnctor  ■Hhoul  Ibt  niltnr  anaeel  of  Uk  Conlncr 

fiMlid  ■  rmw'i  (c)  limot.  nopt  fix  lanuHe  tnf  Omn:  horUid,  that  Ik  ConiiKlbri  Oflkw  a: 

twudlHr«d«ap<lslhiEil<iH<liiIiiidipnipvty  ntl^  in  wiMiii  hkIi  dlinniDn  ind  uA  nUiatkon  iM 


oii^b.     I 


Ein   any  CcMmivlll   properly  u 

nr  of  n^Kctinf  the  CovimiBcnr  24.  CHANGES  ' 


PntKTTy.  Upon  tb*  An^mion  Dfthli  conlnct.  or  weh  dunfn  wtlbin  Ult  IHMrtl  »pe  of  (hii  ccntHd,  b  id^ 

nrtin  Ala  n  ruy  be  liMd  by  Itn  Contrictinf  (MTixr,  oni  or  man  of  Ihi  foUoMni^  jl)  Drtwintl.  de^fu.  o 

Ibi  ConlrKWr  dull  nlbnll,  ki  •  form  icceplibic  la  Uii  ^nciTnliaiu.  wbtic  Ihi  iu|iplici  la  be  funudw)  ut  (a  bi 

CoAIraelinf  OfTicf I.  invtnlofy  Khedulei  covtrini  in  Iremt  ip«ciiQy  minufKiuTcd  far  Ibr  Covrmmenl  bi  Kuirduie 

of  GownuPBiM  propvny  not  comunw]  In  lh«  perform-  iherevllh^  1ii|  (ncihod  of  ahipnicni  ar  packing;  *nd  (Hf 

Bf>  of  Ihli  CDittrKf  (AdiKUiis  tny  rewtrlni  vnp)  OF  DOI  plirt  of  delrRry-  If  uiy  luch  chin^  ciumi  inmcreiK  o 

■hervtofare  dehfleied  lo  the  GovenmenE,  uid  Ad  pre-  decreue   la  the  CDfl  oU  «  the  ta«  reifuilvd  fo:,  thi 


within  30  diyi  tiom  the  dIU  Dl  rlaei|il  by  Ibi  CooUKtor 

of  Cunnctor'l   frrmittt    Unlen  of  the  natificiliDnofchin^^AoniJerf.fowrvCT.'nut  the 

ochenne   pniodeit   hcieln.   Ihf  Govcrrunent:   (!)  mey  ConlrKIing  OfTieci,  if  he  dcadei  Ihil  the  ficli  jkiilify 

«b»4m  any  GoYernmcnE  property  in  piece,  end  there-  ludi  iclran,  may  reKive  and  eel  upon  any  wch  clami 

lo  Ac  CoiMncIoi  viih  rtpid  to  reilanlton  or  lebebilila-  excm  ti  t  remit  of  a  chanp  it  i^duded  m  the  Con- 

Uon  of  Ihi  Conuaclor'i  piemUei.  Kiihrt  In  caie  of  UMloii  dim  (oi  adjunment,  the  Cmtnaipt  OOica 

IbrndDnmerl  (parafraph  (i)  (1)  abo.e),  di^nsliiiii  an  ihall  hare  the  ri(hl  lapnuiibe  the  minncr  ofdi^uilian 


rd  in  Uie  ptrfonnanee  of  ihii  ca 
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itufl  bt  OBli  mlaUi  10  At  rubUe  Ihitxirii  ikdlaliiin.  Comnnnt  ftofrty  ud  my  mm  !•  [iHWail  ir  ofio- 

■MipuBiiit  U(hiGoi«Bfiinl.«iiKfa(NhiiDiiiitMtlia  duad  (ki  UNO.  In  vtriuUii  ouipt,  a  tn  fDrti  MMttk- 

SKRim   of  HqbiIiv  ind   IMv  Dndopiont  *d  ntk«  tttlw  of  riiot)  ■  ■  untlkW  p^H  «  vlldi. 

MHii«H,n>CDninctu>|nB<(l)uieoopcn»iiiiht  Tin  CwMticlor  or  T«dii*il  Fmo—I  (wdi  ii^ltyii  w 


Id  art>  w  IK  Utli  Id  thi  inlitKt  nita 
IMIad  SUMt,  Of  10  iKun  tht  ri^  of 


(«A  (BpliiirM  Of  [oaidliiil  woiU 
■uuM  dkKikn  oF  ifei  CooUkioi  i 

lannidK)  mmy  putWi  •  npoft  tonMad  Ok  Gmm- 

pn^ipb  (E)  Df  lUi  diiw  my  ml  iioan  oa|qrd|hi 


il  onlfli  oa  tin  IM  pip  of  IK*  n|m  Uiii  w 


».  njSLKMTKM  DfthirannDil((|ntt.uilif[iwip|ik(()(3i)i>lnp|it 

(!)  OWMtiM    F«    IW    pVpW    »r   Ihm  cUiiK.  publl^ 
■VmcMtn-   McMb  (I)   nir  dacuanii   contUnint 

tl0Blotbtpi*Uc.  Miri  limlviMH  «■'*•*>  li^B-*r.  Hh  dnu^ta 

«  TdftaKd  rwBud  my  tan  ■  p^lkMM  onm- 

(b)  CMint  Tliiimliicf  UMirMKhnldnOD^  *?L°1*T?  Ej*"*"  "  "^J"  ^Jj^  T*"^' ?* 

■MM (nd  itudlH  umiimmt lato  iliii oaitM in Mtt  "■■■'*  lad  imlii|»i«i  lod  audia cBBteM  loidti 

■■di  indititi  10  iht  pMtc  Uim^  didlatkH,  ■4I^  ^'^  noUKi  md  ■i^'  wcimt  offit^  ttwfidA  bvt  ii  ao 

ma  u  ^  |- ^M   cH  i^i  iiifeH  iMHi  H  Oa  I"*''*'"*  >•  ""  w*"*"*  ■fcn'by  le  takAU  da  nan- 

SKfMny  or  Ifcninc  i^   IMa  DmiofOHl   lUl  y>^  ■%'y  »'  D"  S«M>y  oT  Haii*i|  ad  Uitan 

dMu^M.  a  tHiidtid  wdB  ilib  III  tt  Ok  Houik«  Aci  I*nto^««  W  dbclDH  otpiMA  M  lack  auM  a  in 

oriMt.BHindid(l2U^C.I701>).  **''T"  "  T    ■'°"™™  . '™?""?™'"'™ 

faaiA  Hid  dmiotmiii  lad  andiB.  Bib^  u  Km 


ni.SudinpnUMomeU 
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of  Ibt  fid  fJHl  rrp^.  ud  if  ^ 


.         I)   (sudiei)  4lU.  tkc  Cwlncuc  Aall  mmdinily  hdHI 

lomuf  (pan  of)  Iht  buiifiH  Uiii  pubbct  ncUnt  OnimibBciifiaiiniBI.pi^pnu 

in  lncMiiM  tht  <«■  ky  vlwk  ii  nfKU  u  CD 


IFICATION  OF  NONSEUeCATED  FACILI    ' 

Ma,  I 


!T.  munuin  or  pntvKk   (a  hB  tmployttt  u 


anptojrtH  Id  pfrfofm  Ihcir  Ki 
hll  conUol,  vlicie  It^llltiS  fj 
biddtTn  ontror,  ippbcul,  or 


pulimUi   pciion   or   tmbliAriKnl    cui    bf    idenctficd.  driokioi   founltint.   KCruliDn   or  fnifrlunmml    imi. 

ttij  of  Houmil  tni  Uriun  DctvtDfHnnl  WMlcr  irclioii  jrt  ■!  fmcr  Hcrtptcd  on  1)k  biBj  of  rKi  f^"'  >ri«;<»     ■ 

*ai(d)    of    Iht    Hoiuuil    Acl    of    t«6,    11    use.  or   lUlionil   orinr,   bcaM   of  hibil.  k^ 
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NOTICE  TO  FROaPeCTTVE  SUBCOWniACTOlU 
OF  REQUIMHEKT  POH  CERTIFICATIONS  OF 
NONSEGMGATED  FACtunKi 


lOkn  (M  wW*  »*»>•■  iwiiiiiti  Hat  btcaac  m^ 

ni^ifa|in>WoM«riki  *l.*yHi.CMMnci«»ttaOMitnMM»o*tihiiei» 

-  — ■"■_«—  ^  b  ub-  l—O  ("l  n  ■■r  (IcUaHi  tu  endU  unto  Ihi  IbihiiiI 

bTSZtaKltraeu  ilnwiiCcAJdidikwIiiMnBMtliintKiftjHapl 

i_un_D.   n.  »_,.  tn  uwn  tram  ilie  *u  <■*  uto  jM  dndutR  of  !■■ 

'  il  IM  dm  apia  du  MiUiii  OH  af 


n.  DtVOnTIOMOFIMTEfllAl 
dita  coMiKt,  iki  Connnof  AaU  pn 
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ADDiriONAL  GINERAl  PROVISIONS 
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•t  nCKx  t  "'  ».««■■.< 
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ADMTIOHAL  GEKCRAL  PROVISIONS 
.   COST  ACCOUNTIHC  STAHDAROS 
(■)   Ualeu  (tK  Coal  Accoanlini  Studuili  Board  ar  Ihe  Gcnaral  S«vic«  AdminiattallDO  in  Ihe  caaa 
alaondcfeDaa  caotncti.hai  piaacrlbad  nika  dr  nfulalima  Bia^ptin^  Iha  CviliaclDr  or  Ikia  cvatract 
Ina  (tUHtaidt.  niba,  and  ntBlatioou  peoo] vtad  puiaiant  to  50  U.S.C.  Apr-  216B  (F.L,  91-379. 
AlVIIS,  1970),  s  otlHiatatiitary  anaofltir.lha  Dmuactei.iB  coiiBectiofl  with  thia  cootract  ahall; 

(1)     By  aiilniaaiiin  of  a  DiaclMuK  Statmcsl.  diacloaa  in  wiilini  bia  coat  aceosDiini  practicaa 
■■  R^iad  by  rciulatltna  ol  Hi*  Coal  Accsunlini  Standanla  Board.    The  mquirad  iliaclaauraa  nnat  ba 
■ada  prior  to  coDliact  avaid  uilaaa  tba  Conliactlai  OfOcn  piovlitaa  a  written  notice  to  the  ConlrKlor 
■nlieiliini  i>oa(  award  lubniaaion  in  acctiii,aiicc  wilh  iciulatloBa  of  Uia  Coal  Accoantin|  Slandaid* 
Board.   Tba  practina  diacloaad  for  thia  corltiact  ahall  be  the  aanc  aa  Ihe  piadlcea  currently  diaclsaa 
aad  applied  on  all  other  coatricta  and  aubcontcacta  bein|  pctformed  by  the  Contractor  and  whicb  contai 
tbia  Coat  AccountlaK  Standaida  clanae.    If  Ihe  Conlraclor  hai  maiheit  the  Diadoiure  Slalement  to  iS' 
dicale  that  it  conlalna  trade  aecreta  and  cemnareial  or  rinancial  infnmalion  which  ii  privilefH)  and 
confidential,  the  Diacloauic  Statcwent  will  be  pmteclnl  and  will  nnl  be  lelraaed  outaideof  the 


(2)     Follow  conaialaatly  Iba  coat  accounliai  pracllcaa  dladoaed  punuanl  to  (1).  abcm.  in  ■ecvia- 
BlatinE  and  iwportint  contract  pnlMiiiaace  coat  data  coni»mint  Ihia  contract.   I(  any  chanfe  in  dildoead 
practicea  ia  niwie  for  Ihe  puipeaaa  of  any  contract  or  auhconlract  aubject  1o  Coal  Accounlinf  Standarda 
Board  raquircinenli.  the  dian|e  Daat  be  applied  pioapectively  to  thia  contract,  and  Ifae  Diacloauic  Stale- 
by  aach  cb«t«-  adiualnent  ahall  be  made  In  accordance  wllb  aubpatafiaph  (a)(4)  or  (■)($).  below,  aa 


(3)  CoBply  with  all  Coat  Accountint  Standard*  in  effect  on  the  dale  o(  awaid  of  Ihi*  coBtiacl  or 
If  Iha  OmbaelDr  baa  eibaiiilad  coal  oi  prieini  data,  on  Ihe  date  ol  final  aiieeaienl  on  prica  aa  ahowi  on 
the  Contractor'*  aicned  cartificMe  of  carrent  coal  or  piicinf  data.  Tike  Coatreclor  aball  alao  conply 
nib  any  Coat  Acceuallni  Standard  which  heieaflet  becomea  applicable  to  a  contract  or  aubconltact  of 
Iha  Contractor.  Sacb  coawlianc*  ahall  be  required  proapectlnly  fioai  flia  d«a  o(  applicability  In  aucb 
coatraci  or  aubcontracl. 

W  (A)    Apee  to  m  equitable  adjullmrnl  (at  p'Bvtiti  in  Ac  Ckangii  Clauit  of  Itii  CMlraci;  if 
Ibe  contract  ceit  ia  affected  by  a  chmie  which  puiauant  ID  (3)  above  the  Contractor  i*  required  lo  make 

(5)     Atree  to  an  adjuslmenl  o(  Ihe  conliact  p.ilce  or  coal  allovance.  u  appiopriaie,  if  bt  or  a  lub- 

elaacd  purauani  lo  Hbparagiaph*  (■)(!)  and  (a)(2).  above,  and  nich  failHic  raault*  In  any  incieaaad 
coala  paid  by  the  United  Slatea.    Such  adjuitnent  ahall  provide  for  recovery  of  the  incieaaed  coata  to 
the  United  Statea  tofelher  with  inlercit  thereon  computed  at  the  lale  detemined  by  the  Secretary  of  the 
Treasury  purauanl  to  P.L.  92-41, BS  Slat.  97.  ot  7  percent  per  annua,  whichever  is  leia,  from  Ihe  llue  the 
paystnt  by  Ihe  United  Statea  was  made  to  the  tine  the  adjuitnenl  ii  effected. 

(b)  II  the  partiea  fail  to  atree  whether  the  Contractor  or  a  sBbcontractor  baa  complied  with  an  applicable 
Coat  Accounlini  Standard,  rule,  or  regulation  of  the  Coat  Accounting  Standards  Bond  and  as  lo  any  coal 
adjustaenl  deoanded  by  Ihe  United  Slatea,  such  fallur*  10  Sfree  ahall  be  a  dlapale  concemint  a  fieatien 
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(c)  Tha  Conliiclat  ihall  pennlt  My  ■utboriiad  rapnMniniv**  of  Ih*  bud  of  th*  'iMCv.  of  lb*  Cc 
AccouilIiBI  StancUrdl  Board,  a  of  the  Caaptrolbr  Gdwal  of  tb*  Unllcd  SdlH  lo  amm'ut  and  WMkc 

(d)  The  Conliactoi  shall  liKlyde  In  all  netatlatMl  auhcenlmcta  *hl(4  he  mMn  inia  Ih*  aibalance 
except  thai  thia  Rquiiemml  shall  apply  only  lo  na|ritiat*4  aabconliBd*  in  eiceaa  of  tlOD.OOO  otivri 


(ii)  Prices  aet  by  law  or  refu'ltion.  "xl  ampt  Ihat  the  roquiraaant  shall  not  apply  to  neioliatHl 
atibcoDtiacta  otherwite  eiempl  [imn  the  lei^iceieenl  lo  accept  (he  Cost  Accountiai  Standards  clause  bv 
raaaon  of  I  331.30(b)  ol  Title  *.  Code  of  Fedeial  ReculXioni  (i  CFH  .1.11  W(kU  dt  1  1-3.1203  (a)(2) 
of  Tide  41,  Code  of  Fcdnal  Ratulalions  (il  CKF  l-.l.  20  If a)(2)). 


NOTE, 

1.  Subeonlraclor  shall  be  nqalnd  lo  aubnll  their  Dtsclosura  SislemenI*  ta  the  Conttactor  Ho* 
•vcr.  if  a  aubconliacloi  baa  pnvioualy  suboiltled  his  Disclosure  Statenenl  to  a  Goveinmml  Conlreclin 
Oflicei  he  may  satisfy  Uial  refpilrenent  by  nitlfyioi  lo  iHs  Conlracloi  Ihe  dele  o(  such  Statenenl  and 
the  addrcsa  ol  the  ContracUnt  Officer. 

2.  In  any  ease  where  •  wbcoiilractor  delanainaa  that  the  Disclosure  Statement  infornsilon  is 
prlvltefed  end  confidential  and  decline*  to  provide  It  to  hla  Contractor  or  higlier  tier  auhconi rector , 
the  Contractor  may  authotiie  direct  suhalsslon  of  Ihst  subcontractor  i  Diaclosute  Statement  lo  Ihe  sssi 
Govemaienl  offices  to  which  the  Conlraclor  vu  r«()uired  (o  laakc  aub  mission  of  his  Disclosure  Slaleni 
Such  aulhorisation  shall  in  no  way  relieve  the  Contractor  of  liability  aa  provided  in  patstraph  (a)  (5)  ol 
this  cl«iae.    In  view  of  the  feretoint  and  since  the  conlnct  may  be  aubjeci  lo  adjustment  under  this 
cisuse  by  reason  of  any  failure  lo  comply  with  rules,  refulations  snd  Stsndaids  ol  the  Cost  AccouAUnf 
Standaids  Bosid  in  connection  with  covered  subconliscts,  it  is  eipecled  .hst  the  Contrsclor  may  wiah  I 
Include  a  cisuse  in  each  iieh  aubconliad  requitiof  Ih*  subeonlraclor  lu  appropriately  indeemify  Ihe 
Conlractv     However,  Ihe  inclusion  of  such  a  claua*  and  III*  terais  llHreof  are  nallea  foi  ncfOIialiaB 
and  a(iecment  between  the  Contiacloc  and  Ibe  aubcontiactot.  provided  that  they  do  BOI  conflict  with 
the  duties  of  Ihe  Contracla  under  its  contract  with  the  Goveinment.    It  a  also  eipecled  Ihay  any  aub- 
contnclor  sub>*ct  to  such  indesuiificaiian  will  fenenlly  require  subslsniislly  similar  indemnities  lion 
lo  be  aubaltted  by  his  lubconlraclois. 

(e)     The  terms  defined  in  Sec.  331.20  of  Part  331  of  Title  4,  Code  of  Fedeial  Regulations  ItCflt 

receivint  offers  fton  st  lesst  two  firms  not  sMOCiaied  wiih  each  oiher  di  such  Contiacioi  or  subcon- 
ttsctor.  previdint  (1)  the  aolicilalion  to  all  competini  fims  i 
lion  in  aelectini  the  aubconlractoi  from  smoo|  the  competini 
nceived  In  compllsnce  wltb  Ibe  solicllslion  fmn  smoni  thol 

ADMINISTRATION  OF  COST  ACCOUNTING  STANDARDS 

For  the  porposs  ol  edministerini  CosI  Accountinf  Slsndarda 
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(■}  Snbalt  to  the  copiiiMI  contrtetiag  officu  ■  i 
iollat  aia^itudr  ol  the  chufc  to  reflect  the  i 
■11  oMtracla  containini  tb*  Colt  Accountini 

(1)     For  my  ch«|e  in  comt  accDyntini  ptccliccs  mquiMd  to  comply  vilh  (  ntw  Cotl  Accauntinl 
StHdud  in  •ceenJuiire  nilh  puiv^pH*  W13)  (nd  (aX^XA)  o(  the  clauie  of  ihii  conliaci 
•Btitlad  "Coit  AccDuntini  SlMdardi"  witiiin  60  dayi  (er  luck  oAcr  iatt  as  may  tr  muiaatly 
offtei  to)  after  avartl  of  a  contract  requindi  auch  change; 

(Z)     For  any  change  to  coal  accDunting  piaclicrs  piopoafd  in  accenlance  with  paragraph  (a)(4)(B) 
nf  Ih*  elauie  of  [hia  contract  antltled  "Coat  Accounting  Standaidi"  not  Irai  than  60  daya 
lor  laci  alktr  dalt  nt  may  tt  muluaily  afetd  In)  prior  In  the  effective  date  of  thv  propoEcd 
ch»ge:  or 

(3)     For  any  failure  w  comply  with  an  applicahle  Caal  Aciiiunling  Standard  or  to  follow  a  diiclosed 
practice  aa  contemplated  by  paragiaph  (a)(5)  of  the  clauie  nf  this  contract  entitled  "Coat 
Accoanling  Slandaids"  within  GO  days  (or  tucK  olAci  iatt  ai  may  bt  miUuoIly  agriii  ic) 
after  the  dale  of  agiecnnl  ot  auch  noncompliance  by  the  Contractor. 

(b]  Sabmil  a  coal  impact  pro|»Ml  in  the  form  and  maooer  specified  by  the  cagnttant  contracting  officer 
within  60  daya  {or  lucA  oUter  Jate  aa  may  bt  mutually  ofrevJ  iaj  after  the  date  of  deter minati on  af 
ifae  adequacy  Hd  compliance  ol  a  change  lubmiited  puMaant  to  (aXD,  (2),  or  <3)  above. 

(c)  Agree  to  appropriate  contract  and  tubconttact  anendnienta  to  reflect  adjuBtinenti  olablisfaed  in 
accaidnce  with  paragr^iha  (■)(4)  and  (a)(5)  of  the  clauae  of  Ihia  contract  entitled  "Coat  Account- 
tragSlandarda." 


:i  which  will  reiguire  ii 


thirty  (30)  dayl  after  receipt  of  award,  to 
cogoiunt  of  the  auhconlractor-s  facility: 

(1) 

Sobcooliaclot's  name  and  subcc 

(2) 

ttalla.  amount  «.d  dale  ol  awan 

(1) 

Naoie  o(  CDiiliar;loi  making  the 

(«) 

ing  Standardi  clause,  unleu  eu 

contract  results  in  making  a  Co 
alao  be  leported. 

(e)     In  the  event  an  adjualmenl  is  require 

coal 

and  fee  of  thii  contract,  aa  app. 

s  have  already  been  reported.    If  award  of  the  avb- 
ling  StanDard(E)  effective  for  the  first  time  thii  shall 


required  to  be  made  to  any  subcontract  hereunder,  notify  the  cogni; 
It  and  agree  to  an  adjustment  in  the  price  or  estini 

ml,  and  shall  inclvde  a  proposal  lor  adjuslmeni  to  auch  higher  tier  subcontract. 
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ALTERATIONS  TO  GENERAL  PROVISIONS 


inuolvlna  insHCtlOM  1  Vr  t>,.  CMtiicIa, 


7t  v^Uc  . 


!•  duly  ntterliad  ti 


kt  CiAirjflBt  «*f  «pflr  b>  IW  >*CE«i 
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.{  .  ^Dira  fUd  Job  oidiT     Ududioi 


i(  tnuClttClaa. 


It  op»tiitB  ot  tti*  Coatn 


id  bui  •uludlnt  choaa  i 
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CEKTIFICA1IONS  AND  REPRESENTATIONS 


L;t3r:™."^:B-s'::i 

«S«I»Tia.  <D«.  ._,™,. 

1.  m  1 

i^ 

:j-;L--S5i:.S,':.r;j.n 

sSTrE 

;^ 
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It  (at  wEliatiB^Ziv^ 


imuuiivt  icnm  cnamici  n 


,   cb>  wTllutiU  n»>.     TlK  ^ 


gmmiMn  or  anutTm  tctiai  nixuie 


II  mi  nfuUllou  nf  Ik>  Ixntiir  of  Ubst  III  Cn  M-l  Hid  •0-1).  n  ll>  ki  t^D  ^ 


"*  "ar"'  "*  '*""  ""■°1 
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011*11  BBCBWiaW  Of  COtt  B 
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CLuu)  Aiu  Alls  UAiin  CQri'mc<-i'.'io:i 


(ArpllcsblG  if  tht  bid  or  offer  exceeds  £100.000,   or  the     ' 
Contractir;  Officer  hno  dcteirained   that  orders  under  an  Indefinite 
quantity  contract  In  eny  year  vill  exceed  S103,000.   or  a  frxility 
to  Vc  virrd  hji  ti?en  the  subject  of  a  conviction  a.-ider  the  Clc^n 
Air  Act  (Ii2  D.E.C.  lCS7i--3(c}(l})  or  the  Federal  Vater  Pollution 
Control  Act  (53  U.S.C.   1319(c))  md  ia  listed  by  EPA,   or  is  not 
olhervice  rxeapt,) 

The  Kidder  or  Offeror  certifies  as  follows; 

(0)  Any  feoility  to  bo  utilized  in  the  perfoirance  of 
this  proposed  contrect  has  //,  h2s  not  fl .  been 
listed  on  the  Ehvironzs'ntal  Protection  Agency  list 
of  violating  fecilities. 

(b)    He  Kill  promptly  notify  the  Conlraotinc  Officer, 
.    prior  to  ai.-ai-d.   of  tlio  rcccint  of  any  connuni cation 
from  the  Director,   Office  of  Fedcr?.!  Activities;, 
U.S.   l^viroincntal  Protection  Agency,   indicating 
thtt  any  facility  which  he  proposes  to  use  for  the 
contract  is  under  consideration  to  be  listed  aa  the 
£PA  list  of  violatine  facilities. 

(o)  He  vill  include  BuDstantiHlly  this  Certificalion, 
inolvdinc  this  pu'seraph  (c),  in  every  noo-excDpt 
subcontract. 
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Cl£Atl  AIR  MID  UAT131  CUITIK 


(A-,i-liMiM<-  n,ij   if  the  conlrncl  'yee-i::  £100,000,   ot  the  r^n^ractint; 
fi'i.    r  h-;:.  cl.  i'n-iii"!   Ihftl  ttiR  oH';rn  -iii-P'r  in  iivl'.'fliiili-  iinnlily 
(.-■■.■I*  -l  ill  !■>,,-  m,'-  ycnp  wiH   oxetLil  'JlOO.'WO,   or  ii  fncUHy  lo 
be  uRrd  lias  tK^cn  tlic  nubject  of  a  conviction  under  the  Clca:.  Aix 
Act  (li?  U.fi.C.   ie:;7c-S(c)  (l)j  or  the  Federal  Water  Follutinn 
Control  Act  (33  U.S.C.   1319(c))  and  la  listed  by  EPA,   or  the 
contcnct  Is  not  otherwise  eieapt,) 

(a)    The  Contractox  agroes  sa  follows: 

(i)     To  comply  wiUi  nil   the  rcqnircir.cnta  of  Section  llli 
of  U.'?  Clcin  Air  Act.    an  r.<DCiid';d    (I,?  TJ.r;  C.    1657. 
Kt  :k-c)-,  on  oncndcd  by  rn'olic  Lav  n-'jOl,)  aiH 
Section  308  of  Uk  Pedern!  l.'.iUr  J'ollulioii  Control 
Act  (33  U.S.C.  1!$1.  ao  na-nJcd  by  Public  Law 
92-SOO),   respectively     relating  to  incpcctioi), 
■oiiitorin;,    cntn-.    reporlu,  and   inlon^iition.    lO 
well   .IB  olhpr  requirements  specified   in  Section 
lib  end  Section  303  cf  the  Air  Aot  and  ths 
Uater.  Act.    respcciivDly.    oiid   nil  rdgulotions  and 
Guidelines  issued  thereunder  before  tbe  award  of 
this  contract. 

.   (ii)     That  no  r^rUon  of  the  work  required  by  thie 

priae  conlvaci  viU  be  purfoired  jn  a  facility 
listed  on  the  Fnvironmfnt.i]  Protection  J-c^ncy 
list  of  viol.-itin,-  facilitiic  en  llic  date  when 
this  contr.ict  w.-^r  awarded  unlcr.o  r.id  vnlil  tht 
KPA  eliramnt'-i  tlir-  narac  of  Ruch  facility  or 
facilities  froB  such  liolliic. 

(lli)     To  uoc  his  best  cfforta  to  ceoply  with  Clean 

Air  Standards  and  Clean  VV.li^r  Standards  at  th« 
facilities  in  which  the  contract  ia  twins 
perf onned . 


(i*) 

To  in-.e>-l  the  W'r.l.-u.^.e  of  Ihe  provloiono  of  thio 
C1.iu:.e  in  .-u>y  noi«->riapt  subcontract,   iiicludind 
thio  rar.-icr.iiih  (iv). 

(b)     Tlic 

terwo  U9cd   in  thio  CI.iuec  Iwive  the  followinc  aeanincn! 

(i) 

Tlie   I'T*  "fir  Act"  aK-.-uio   Iht  Cle.-ui  Air  Act,    as 
BnK::>.l-il   (1|?  ll.S.C.    lG57  i^t  SHI.,    aa  iincnded  by 
I-ublic   1..1W  ■Jl-M,). 
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prohibltliHia,  or  other  rc<)ulmBciits  vlileli 
are  conlairrcd  in.   lEOued  under,  or  oiher- 
vian  odoptci]   riiirr.uant   to   Ihc  Air  Art  ei 
Eneculivc  Order  117^0.    nn  .-.[-i.licaHc  iople- 
itoiitntion  pl.Tii  .1^  doocril-LTi  m  ;;cctiO)i 
110  (il)  of  the  Clrnn  Air  Ad  (1,2  U.S  C, 
lOS7o-l)(d)).   W  approve!      nr.U[rr!it.itic.n 
pfoeoduro  or  plan  under  Civilian   ll      c      or 
Cectinn  lll{0).    rcnpcctivcly.    of   the  Air 
Act  CliZ  U.n.C.    l05Tc-6{c)   or  (d)).    or  an 
nppiTivcd   iinplro'^ulation  procr-Juri'  under 
Scrlion  11?[d}  of  Uie  Air  Act  (t|Z  U.S.C. 

iey/o-7C'i)). 

(iv)    Tho  lorm  "Clean  Water  r.tnndardn"  mrano 
any  cnrorce.-.blc  linltation,  control. 
condition,   prohibition,   ctendsid,   or 
otlior  rcquiniiont  i.hlcli  is  pronulc-ited 
p-jrcuaiit  to  IJio  Vater  Act  or  contained 

Envii'oniaental  rvoteetioii  Acency  or  by  ■ 
old  e  under  j-ji  approvei!  pra/^rar^,    rr 
nuthsrizcd  by  Section  )|0e  of  tlie  Untcr 
Act  (33  U.S.C.    nJ|2),    or  by  a  local 
Coveninent  to  ensure  e<!np]iaiico  with 
pi-etroatm' nt  rOiTJloticns  .in  requii'ed  by 
S.:ction  307  or  tho  Vater  Act  (33  U.G.C. 
1317). 

(v)    Tlie  terra  "Compliance"  meana  eeinpliance 
v-ilh  Clean  Air  or  W.ilcr  Slanlordo. 
ConpliwiCf   rliall    nloo  nrcn 


vitli  n  Hclirdiile  or  plan  ei- 

Ir-i-cd  or 

npproveil  by  a  coi.rt  of  'i^.n 

n.  Icnl   Jl 

dielion,    the  F^iviroii^i.->ilal 

rroleet 

Atrney  or  an  Air  cr  \hacr  ' 

I'ollulioi 

Conlro)    Ac.-nry   in  oceonlatu 

:c  vitli    ' 

reauircmr-nt  of   Uie  Aiv  AcL 

nna  refnilfttipna  iciiucd  pun 

auanl  111. 

(vl)    T.,e   ten.  "K,-,.iHly-  -«-.■«,,  , 

any  bull' 

pl.-jit.    in:il:.ll,iti3n.    alnie 

or  nilo  or  opur.iLlonn,    own. 

.■J.   leaa< 

oup"i-vi3ed  by  a  contractor 

,   uubconi 

be  utiliKcd   in  the  porrorrr 

vice  of  ; 
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tmj  contract  la  """T"  of  tlOOiOOO  naoltlng  trem  HUm  soUcltatlm 
axcapt  (1)  vhen  the  peicm  iMsotiatad  is  baaad  oo  (a)  oataUiAlMd  catalog 
or  iwrlrat  prlcss  of  eoanrcial  Itoaa  aold  In  vabaiantlkl  qnantltlca  to 
the  gcnenl  paUie,  or  (b)  pricas  sat  bj  law  or  raciOattan,  or  (Z)  caatrtc'; 
lAich  ■»  oUwnrtM  nwvt  (mo  U  CFB  331-3DCb}  and  FFB  B  1-3.1Z03(b}{S)), 
shall  be  subject  to  the  raqnliieBanta  of  tiM  Coat  IceotmUns  9laidarda 
Itoard.    bij  ofTaror  aab«lttlDg  ■  fnroposal,  idtlcbi  if  aocoi^ad,  wUl  raaitlt 
In  a  contract  subjaet'to  Uia  iiiiiiiliwmla jiT  the  Coat  Acooontlnf  StaiArdB 
Board  mast,,  aa  a  condltlcn  of  coDtrmetlni,  anb^t  a  Dloclcwiira  Stataaut 
as  required  )7  lagolaticns  of  the  Board.     Bw  Dinclosnra  Stataaant  Mist 
be  BObBittad  as  *  part  of  the  offaror'a  proposal  under  thin  sdlicltatieD 
(see  (1}  bdov)  niilaas  (1)  the  offeror,  toptber  with  aU  divialons, 
sobsidinrias ,  and  afflllat4a  ondar  ca^nn  contrtil,  did  not  ivcalTe  net 
awards  of  negotiated  national  defense  prlas  ccntracta  totaling  aora  than 
$30,000,000  In  rederal  Fiscal  Xaar  1971  or  net  ai«rda  of  negotiated 
national  defease  priae  contracta  of  the  '^pe  (as  defined  in  the  first 
saitence  above)  vMch  are  aubject  to  Coat  leconnting  Stvdanla  totaling 
Dore  than  $10,000,000  In  elthar  redsral  riacal  laar  1972  or  1573  (aae  (II) 
belov),  (11)  the  offers  baa  alr«adr  aofaaltted  a  Diaeloavra  Stateaaot 
dlsclosins  Ute  practicea  used  in  coanection  vith  tbe  pricing  of  this  pl>- 
pooal  (see  (III]  beloir),  or  (ill)  post  award  anbaiMioa  haa  been  anUnrixad 
)7  the  Contracting  Officer.     Sea  li  CFS  3S..7D  for  anbadjaion  of  a  copy  of 
the  mnclosara  Stataaant  to  the  Coat  Accounting  Stoidarda  Board. 

ClVnCM:     A  practica  dladoaed  in  a  Dlscloanra  Btataaant  ahall  not,  - 
by  virtue  of  anch  dlacloaore,  be  deeaed  to  be  a  proper,  aiQ>roved,  or  agraad 
to  practice  Ibr  prieinx  prcftoaals  or  accuMilating  and  reporting  contract 
perfomvica  coat  data. 

Cheek  the  appropriate  box  below: 

/~7    I.     CBtTOTCATB  CF  COHOnUtBIT  SOatrSSKK  or  DiaCLOSDRE  SUTBtBRO) 

The  offeror  hereby  certifies  that  ha  haa  aubaittad,  aa  a  part  of  Ms 
proposal  under  tbla  solicitation,  copies  of  the  Dieclosure  StateBBnt(s} 
as  follows:     (1)  original  and  one  eopy  to  the  co^liant  Contracting  Officer) 
and  (il)  one  copf  to  the  copilsant  contract  andltor. 
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The  ofr'^i'or  further  certifies  ihat  practicea  used  in  estlnatlng  costs  in 
pricing  tli^.3  proposal  are  consistent  with  the  cost  Kcountljig  practicea 
disrilonRct  in   the  Dtscloaure  StalaBent(a) . 

/~7    n  .     rHlTIFICATB  OF  MCHETABX  BtHlPnOB 

The  offeror  hsrebj  certlfiea  Ui«l,  together  vith  all  dlTiaions, 
subaidlu-lesj  and  affiliates  under  cooson  control,  he  did  not  receive 
net  awardB  of  negotiated  national  defense  prise  contracts  totaling  oors 
than  $30,000,000  in  Federal  Fiscal  Tear  1971  or  net  amwls  of  negotlAted 
natisnal  dafmise  pri>e  contracts  of  the  tjpe  which  are  aobject  to  Cost 
Accounting  Standarda  totaling  uore  than  6,0,000,000  In  either  Federal 
Fiscal  Year  1972  or  1973- 

/~7  lu.    cranncATE  o?  ehetiodsit  saaarmi  DiscLosaiii  statoortCs} 


The  offeror,  further  cartifles  that  prsctlcee  nsnd  in  estimating  costs  in 
pricing  thia  proposal  are  consistsnt  with  the  oi>st  aoconnting  practices 
disclosed  in  the  Disclosure  StataBBnt(a}. 


IF  thlH  proposal  le  expectsd  to  result  in  the  award  of  a  contract  of 
£500,000  or  less  and  the  offeror  la  otbenriae  eligible  for  an  ezs^tion, 
he  sliall  Indicate  by  checking  the  box  below  that  the  exei^tion  to  the  Cost 
Acco^iiilinr  Standards  clause  {Tffi  I  l-3.1201i)  under  the  proviaiona  of  It  CFR 
JJ1.iO(b)(H}   (see  FBI  «  l-3.1203(h))    is  Glalmed.     Where  the  offeror  fBlls 
to  clKuli  the  box,  he  shall  be  given  the  Ofportunltj  to  nake  an  election  in 
writinr:  tn  tho  Contracting  Officer  prior  to  award.     Failure  to  cheek  the 
box  below  or  nake  such  an  election  Aall  aean  that  the  offeror  cannot  claia 
the  exenption  to  the  Coat  Accmntlng  Standards  clause  or  that  the  offeror 
elects  to  comfiy  with  such  clause. 

/~7     CHITIFTCATB  OF  BtDlPTIOII  FOB  COHTRACra  OF  $500,000  OB  LESS 

The  offei-or  hereby  clains  an  exsaptlon  froi   the  Ooat  Accounting 
Staiiitards  clause  under  the  proviaiono  of  ii  CFR  3J1.30{B}(8)  and  Certifies 
that  he  has  received  notification  of final  acceptance  of  all  iteas  or  wrfc 
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en  (i)  aiiy  iirinc  nontrust  ax  aubeontract  In  uoeas  of  tSOO.OOO  irtiiob 
contains   th«  Cost  Accounting  Standaida  clauia,  and  (il)  anr  prlna 
contract  or  auboontrut  of  t500|000  or  laaa  Bwacded  aftar  Jazaimxy  1,    1975' 
ulilch  contains  the  Cost  Accounting  Standards  clause.     The  offeror 
TurtheT  certiriea  he  vlll  imadiately  notify  the  contracting  officer  In 
writing  in  the  pvent  ha  Is  amrded  any  other  contract  or  aubcoutTaet 
containing  the  Coat  Accounting  Standards  Claoae  aubssquent  to  the  date 
of  thiE  certificate  but  prior  to  tlis  data  of  any  avazd  reaulting    froa 
thia  proposal. 


(•)      Coat  accounting  atandaida  will  be  applicable  and  effective  aa 

proiulgBted  by  the     Coat  Accounting  Standarda  Board  to  »ay  award 
aa  pzovidsd  in  the  Federal  Rrocurenent  Regulaticdu  Subpart  1-3.12. 
If  the  nffemr  preaantly  has  oontracta  or  subcontraota  containing 
ths  Cost  Accounting  Standarda  clause,  a  new  standard  beDooaa 
applicable   to  auch  existing  contracts  proapoc tively  uben  a  new 
csntrscl  or  subcontract  containing  such  clause  is  awarded  on  or 
after  the  effective  data  of  aucb  new  atandard.     Such  new  standard 
nay  require  a  change  In  tha  offeror's  established  ooat  aAoountlng 
practices,   whether  or  not  dlacloaad.      The  offeror     shall  specify 
by  an  appropriate  entcy  below,  tba  affeot  on  bla  oost  acoounting 
practice. 

(fc)     Tha  offeror  hereby  certlflaa  that  an  award  under  this  solicitation 
(   )  would.   (   )  would  not,   In  aecordanea  with  para^sph  (a)C3)  of 
the  CoBt  Accounting  Standards  clause  require  a  change  In  his 
established  cost  accounting  praotloaa  affecting  existing  contracts 
and  eubcontracta. 

HOr^-s     If  the  offeror  has  checked  "would"  above,  and  ie  awarded 
the  con teoplated  contract,   he  will   also  be  required  to  ccaply  with 
the  clniiae  entitled  Adalnl  strati  on  of  Cost  Accounting  Standards. 

TO  PR  CmPLBTED  BY  OPPISCIB: 
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1S2 

EMPLOYMEHI  OF  THE  WWDICAPPED 

(a)  The  conCracCor  vlll  not  dlscrlnlnace  agalnsE  any  mployea 
6z  applicant   for  eaptoymenc  becaua*  of  phjTElcsl  or  neneal  haiKllcap  In 
regard   CO  any  position  for  ulilch  the  employed  or  applicant   for  coploy- 
■«nt  1e  qualified.      The  contractor  agrees  to   take  afflrmativa  action  to 
•nploy,   advance  In  eniiloyTiien     and  othecwlse  treat  qualified  handicapped 
Indlvidua  ^  vithout  discrimination  based  upon   thelt  physical  or  mancal 
handicap   in  all  enployoEnC   practices   such  ds   the   folloulng:   eMployacDt, 
spgradlng     deraoclon  or  transfer,   recruicment,   advertising,   layoff  or 
ternlnatlon     rates  of  pay  or  other  forpu  of  compensation,  ■election 
for  training  including  appcentlceahlp. 

(b)  The  contractor  agrees  to  eooqily  with  the  rules,   regulation*, 
and  relevant  orders  of  the  Secretary  of  Labor  issued  pursuant  to  the 
tehabllition  Act  of  1973,  aa  ancniled. 

(c)  In  the  event  of  the  contractor's  noncompliance  with  the 
rcqutreaenta  of  this  clauae,  actiona   for  noncompliance  asy  be  taken  In 
accordance  with  the  rules,   regulations  and  relevant  ordera  of  the 
Secretary  of  Labor  Issued  pursuant   to  the  Act. 

(d)  The  contractor  agrees  to  post  In  conspicuous  places,  available 
to  employees  and  applicants   for  employDcnc,   notices   in  a   form  to  be 
prescribed  by   the  Director,  Office  of  Federal  Contract  Compliance  Pro- 
graas.  Department  of  Labor,   provided   by  or  through  the  contracting 
officer.      Such  noclcE^s   shall  state   the  contractor's  obligation  under 
the  law   to   take  a E f i rn^i rjve  action  to  employ  and  advance   In  employment 
qualified  handicapped   exploy^es  and  apppllcants  for  eMployment,  and 

the  rights  of 'applicants  and  employees. 

(e)  The  contractor  will  notify  ftsch  labor  union  or  representative 
of  vorkera  with  which  It  has  r  collective  bargalnln;  agreement  or  other 
contract  understanding,   chat  the  contractor  Is  bound  by  the   terms  of 
section.  503  of   the  Act  and   Is  caoDiltted  to  take  affirmative  sctton  to 
CMploy  and  advance  In  amploymenC  phyalcally  and  Mentally  handicapped 
Individuals. 

(C)     The  contrsctor  will  include  the  provisions  of  this  .clause  in 
every  subcontract  or  purchase  order  of   $2,300  or  mora  unless  exempted 
by  rules,   regulations,   or  orders  of  the  Secretary  of  Labor  Issued 
pursuant   to  section  S03  of  the  Act,   so  that   such  provisions  will  be 
binding  upon  each    siibconcrac  or   or   vendor.      The  con    ractor  ulil    (akc 
such  action  with  respect  to  any.  subcontract  or  purchase  oider  as   the 
Director,  Office  of  Federal  Contract  Compliance  Troj;ranis,  may  direct 
to  enforce  such  provisions,  including  action  for  nonco^llancc. 


DigiLizedbyGoOglc 


Rnolwe*  OritafJCoii%mot  >6.  ^___ 

t  OF  HODSXK  iSD  nBUrt  m^XOBlBR 
iimi¥HMiT. 


suns  ta  A  HUIQHITI  HBD1E3S  UmSMXSX 


OfTarcwSi  bidders  or  ntppliora  ara  xsqiuBtad  to  CCHFUZBi  SUB)  end    - 
ISlttCB  thia  p«gB(  in  ali^a  ooior,  to  ei^  1>ld,  pmpoBal  or  ^te 
Molwittod  ^Ddor  tlia  Solioitatloo  idontified  aliorD.     Coiqilstlon  of 
dla  oartiUc&tion  io  not  «  ooDdiUen  of  elidlilUiT  fw  oontxaot 

Ac  Biddm/Offnror^iippUar  o«rtlfi«a  that  bo  jTy  la,  ^  Is  not 
•  arfr-TTl't?-  iKislaBEc  «ttt*i,'>iL'IiH>  ililoli  la  iafiwed  as  s  taaainaas,  M 
iMSt  50  poroaat  of  idilob  is  oniwd  Igr  idnovllr  BTOop  a^ban  or, 
in  tba  oaM  of  pnUloIy  omsd  'buslneeiMS,  st  Issat  $1  paxoant  of 
ttia  stock  of  tdiloh  is  oioMd  bj  Binorl^'poop  ncBbsis.  For  tlia 
popossa  of  this  daflnitledi  alnraitir  sKfOp  ncribsrs  ax*  Ka^xoaa, 
Spanisb-spealdiV  inailaaii  paxsonSt  jjOTlBaa-ttetantala,  iaaxloaa- 


I  and  Title  of  Porzou  Slciiiiis 
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134 

PRIVACY   ACT   NOTIFICATIOH 


This  procureaent  action  requires  the  ccntractor  to  do  cne  or 
■ore  of  the  follwing:     design,  devel<^,  or  operate  a  system  of 
records  on  individuals  to  accoofilish  an  agency  functicn  in  accord- 
ance with  the  Privacy  Act  of  1971,  Public  Law  93-579,  Decentoer  31, 
1971  (5  U.5.C.    ,552a)  and  applicable  agency  regulations.     Violation 
of  the  Act  nay  involve  the  ioposltion  of  criminal  penalities. 
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lUB  Bor*  «£■■  «■■  111  if  Zt 
osatrsl  off  ica  sC  t^ae  IbR 
n^rts  shall  :afc;»^»  tsc 


pvriod, 

ViatBH 

of  the  Vi< 

dlMibled  ret. 

covered 

31  O.S.C.    1717. 

within  30 

whczwiB  «7  perf  { 

tlfyiag  data  £or  tmdt 

ahall  aaiBtala  ct  eae±.  ttz^x 


after  final 

tlM  tbi 

■ad«  nailjaia 

■uthorited       .         

or  of   the  Secre^Axy  af 


(«)    

bound  to  the  .^ 

•hall  adrlM  the  =^w,^=:i  w=^;„r«  s-»- 

State  where  it  has  ertJC-Liiter^  if  ^ 

long  as  the  «etr»c^=r  j  ^^iczzm^rsmilt  Z^^ 
these  proTisioca  •=£  !^aa  ac  «*ria«'  —i.  »ZZ^ 
there   i.  no  M*d  tc  a*r^  -^  5-,-^  stS^ 

lequent  cootracts.      s.  =ETr»r^ar  ^»^^^ 
State  «y.te»  wte  i-  ^  ^^^S^n^^**  ' 
tract  clause.  -^an?er  aoaii:  =«  .3^ 

(f)  This  cU=s*  decs  =c-.  «=c--F  —  -«--_ 
Mploysent  opeais^s  wtici  i^-^  ;.»r.^-— *=^ 
the  50  States,  the  3i«tr-^-^tJ^  '--LmS 
Guaa,  and  the  Virgia  Isl^T*  ~*     "*^ 
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S.  DEPARTMENT  OF  HOUSING  AND  URBAN  DEVELOPMC- 


(a)  The  contractor  will  not  dlacrininate  against 
any  wqtloyea  or  applicant  for  «aployB«nt  because  he 

or  she  la  a  dlaabled  veteran  or  veteran  of  the  vietnan 
era  in  regard  to  any  position  for  which  the  employee 
or  applicant  for  employment  is  qualified.   The  contrac- 
tor agrees  to  take  affirmative  action  to  employ,  advance 
in  employment,  and  otherwise  treat  qualified  disabled 
veterans  and  veterans  of  the  Vietnam  era  without  dis- 
crimination based  upon  their  disability  or  veterans 
status  in  all  employment  practices  such  as  the  following: 
employment  upgrading,  demotion  or  transfer,  recruiunent, 
advertising,  layoff  or  termination,  rates  of  pay  or 
other  forms  of  compensation,  and  selection  for  training, 
including  apprenticeship. 

(b)  The  contractor  agrees  that  all  suitabla  enploy- 
ment  Openings  of  the  contractor  which  exist  St  the  tl«« 
of  the  execution  of  this  contract  and  those  which  occur 
during  the  performance  of  this  contract,  including 
those  not  generated  by  this  contract  and  including 
those  occurring  at  an  establishment  of  the  contractor 
Other  than  the  one  wherein  the  contract  is  being  per- 
formed but  excluding  those  of  independently  operated 
corporate  afflliatss,  shall  be  listed  at  an  appropriate 
local  office  of  the  State  employment  service  system 
wherein  the  opening  occurs   The  contractor  further 
agrees  to  provide  such  reports  to  such  local  office 
regarding  employment  openings  and  hires  as  nay  be 
required. 

State  and  local  government  agencies  holding  Federal 
contracts  of  $10,000  or  more  shall  also  list  all  their 
suitable  openings  with  the  appropriate  office  of  the 
State  employment  service,  but  are  not  required  to 
provide  those  reports  set  forth  in  paragraphs  (d)  and 
(e). 

(c)  Listing  of  employment  openings  with  the  employ- 
ment service  system  pursuant  to  this  clause  shall  be 
made  at  least  concurrently  with  the  use  of  any  other 
recruitment  source  or  effort  and  shall  involve  the 
noznal  obligations  which  attach  to  the  placing  of  a 


DigiLizedbyGoOglc 


bona  fida  job  ordar,  InoIudlnQ  -th*  aooaptano*  of  r«- 
f«rr«la  of  v«t«ran»  «nd  nonwtaruis.  Tti*  listing  of 
M^loyBant  opcnlnqs  do«a  not  raqulre  tha  hiring  of  any 
particular  job  applicant  or  frooi  any  particular  group 
of  job  applicants,  and  nothing  herain  la  Intended  to 
relieve  the  contractor  froa  any  requirements  in  Executiva 
orders  or  regulations  regarding  nondlscrinination  in 
aHployvent. 

<d)  The  reports  required  by  paragraph  (b)  of  this 
clause  shall  include,  but  not  be  limited  to,  periodic 
reports  which  ahall  be  filed  at  least  quarterly  with 
the  appropriate  local  office  or,  where  the  contractor 
has  nore  than  one  hiring  location  in  a  state  with  the 
central  office  of  that  State  eaploymant  service.  Such 
reports  shall  indicate  for  each  hiring  locafcion  (1) 
the  nuaber  of  individuals  hired  during  the  reporting 
period,  (2)  the  nuiber  of  nondisabled  veterans  of  the 
Vietnan  era  hired,  (3)  the  number  of  disabled  veterans 
of  the  Vietnam  era  hired,  and  (4}  the  total  numl^er  of 
disabled  veterans  hired   The  reports  should  include 
covered  veterans  hired  for  on-the-job  training  under 
38  O.S.C.  1787.  The  contractor  shall  submit  a  report 
within  30  days  after  tha  and  of  each  reporting  period 
wherein  any  performance  is  made  on  this  contract  iden- 
tifying data  for  each  hiring  location.   The  contractor 
ahall  maintain  at  each  hiring  location  copies  of  the 
reports  submitted  until  the  expiration  of  one  year 
after  final  payment  under  the  contract  during  Which 
time  these  reports  and  related  documentation  shall  be 
made  available  upon  requect  for  examination  by  any 
authorized  representatives  of  the  contracting  officer 
or  of  the  Secretary  of  Labor   Documentation  would 
Include  personnel  records  respecting  job  openings, 
recruitment  and  placement. 

(•)  Whenever  the  contractor  becomes  contractually 
bound  to  the  listing  provisions  of  this  clause   it 
shall  advise  the  employment  service  system  in  each 
State  where  it  has  establishments  of  the  name  and 
location  of  each  hiring  location  in  the  State.   As 
long  as  the  contractor  is  contractually  bound  to 
these  provisions  and  has  so  advised  the  State  system, 
there  is  no  need  to  advise  the  State  system  of  sub- 
sequent contracts.   The  contractor  may  advise  the 
State  system  when  it  is  no  longer  bound  by  this  con- 
tract clause. 

<f)  This  clause  does  not  apply  to  the  listing  of 
employment  openings  which  occur  and  are  filled  outside 
the  50  States,  the  District  of  Columbia,  Puerto  Rico, 
Oaan,   and  the  Virgin  Islands. 
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(g)  The  provisions  of  paragraphs  lb) ,  (c) .  (d) , 
and  <e)  of  this  clause  do  not  apply  to  openings  which 
the  contractor  proposes  to  fill  fron  within  his  own 
organization  or  to  fill  pursuant  to  a  customary  and 
traditional  employer -union  hiring  arrangement.   This 
exclusion  does  not  apply  to  a  particular  opening  once 
an  employer  decides  to  consider  applicants  <3ut8ide  of 
his  Own  organization  or  employer-union  arrangement 
for  that  opening 

(h)  As  used  in  this  clause:   (1)  'All  suitable 
employment  openings*  includes,  but  is  not  limited  to* 
openings  which  occur  in  the  following  job  categories: 
production  and  non-production f  plant  and  office; 
laborers  and  mechanics;  supervisory  and  nonsuper- 
visory;  technical;  and  executive,  administrative! 
and  professional  openings  that  are  compensated  on  a 
salary  basis  of  less  than  $25,000  per  year   This 
teno  includes  full-time  enploynenti  temporary  employ- 
ment of  more  than  3  days'  duration,  and  part-tine 
employment.   It  does  not  include  openings  which  the 
contractor  proposes  to  fill  from  within  his  own  organ- 
ization or  to  fill  pursuant  to  a  customary  and  tradi- 
tional employer- union  hiring  arrangement  nor  openings 
in  an  educational  institution  which  are  restricted  to 
students  of  that  institution.   Under  the  most  compelling 
circumstances  an  employment  opening  may  not  be  suitable 
for  listing,  including  such  situations  where  the  needs 
of  the  Government  cannot  reasonably  be  otherwise 
suppliadf  where  listing  would  be  contrary  to  national 
security,  or  where  the  requirement  of  listing  would 
otherwise  not  be  for  the  best  interest  of  the  Government. 

(2)  "Appropriate  office  of  the  State  employment 
service  system"  means  the  local  office  of  the  Federal/ 
State  national  system  of  public  employment  offices  with 
assigned  responsibility  for  serving  -the  area  where  the 
employment  opening  is  to  be  filled,  including  the 
District  of  Columbia,  Guam,  Puerto  Rico,  and  the  Virgin 
Islands. 

(3)  "Openings  which  the  contractor  proposes  to 
fill  frotn  within  his  own  organization"  means  employment 
openings  for  which  no  consideration  will  be  given  to 
persons  outside  the  contractor's  organization  (including 
any  affiliates,  subsidiaries,  and  the  parent  companies) 
and  includes  any  openings  which  the  contractor  proposes 
to  fill  from  regularly  established  "recall"  lists. 

(4   "Openings  which  the  contractor  proposes  to 
fill  pursuant  to  a  customary  and  traditional  employer- 
union  hiring  arrangement"  means  employment  openings 
which  the  contractor  proposes  to  fill  from  union  ha^ls. 
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irtilcfa  it  part  of  tha  cuitoMsry  and  traditional  hiring 
ralationship  which  exists  bettra«n  the  contractor  and 
representatives  of  his  employees. 

(1)  The  contractor  agrees  to  conply  with  the  rules, 
regulations,  and  relevant  orders  of  the  Secretary  of 
Labor  issued  pursuant  to  the  Act. 

(j)  In  the  event  of  the  contractor's  noncoi^liance 
with  the  requireswnts  of  this  clause,  actions  for  non- 
cd^tliance  aay  be  taken  in  accordance  with  the  rules, 
regulations,  and  relevant  orders  of  the  Secretary  of 
Labor  issued  pursuant  to  the  Act. 

(k)  The  contractor  agrees  to  post  in  conspicuous 
places  available  to  eiiq>loyee8  and  applicants  for 
enployment  notices  in  a  form  to  be  prescribed  by  the 
Director,  provided  by  or  through  the  contracting 
officer.   Such  notice  shall  state  the  contractor's 
obligation  under  the  law  to  take  affirmative  action 
to  employ  and  advance  in  eaployment  qualified  disabled 
veterans  and  veterans  of  the  Vietnam  era  for  employ- 
ment, and  the  rights  of  applicants  and  employees. 

(1)  The  contractor  will  notify  each  labor  union 
or  representative  of  workers  with  which  it  has  a 
collective  bargaining  agreement  or  other  contract 
understanding  that  the  contractor  is  bound  by  terras 
of  the  Vietnam  Era  Veteran's  Readjustment  Assistance 
Act  and  is  conmitted  to  take  affirmative  action  to 
to^loy  and  advance  in  enployment  qualified  disabled 
veterans  and  veterans  of  the  Vietnam  era. 

(b)  The  contractor  will  include  the  provisions  of 
this  clause  in  every  subcontract  or  purchase  order  of 
$10,000  or  more  unless  exenpted  by  rules,  regulations, 
or  orders  of  the  Secretary  issued  pursuant  to  the  Act, 
BO  that  such  provisions  will  be  binding  upon  each 
subcontractor  or  vendor.   The  contractor  will  take 
such  action  with  respect  to  any  subcontract  or  purchase 
order  as  the  Director  of  the  Office  of  Federal  Contract 
Compliance  Programs  may  direct  to  enforce  such  pro- 
visions, including  action,  for  noncampliance. 
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SUPPUilEin  TO  PK0P08A1, 
CERTIFICATE  OF  CURREKT  COST  OR  FKICIHC  MT& 


This  1b  CO  certify  that  Co  the  beat  of  my  knowledge  and  belief,  coat  or 
pricing  data*  auboicced  in  wiictog,  or  apeclflcally  identified  In  wciclng 
if  actual  aubDiiaaloa  of  the  data  la  laprsctlcable  (see  ]-3.807-3(h>(2)), 
to  the  Contracting  Offlcar  or  hi*  represantaCive  In  aupport  of 

coBplete,  and  current  a>  of 


(date) 


of  execution) 


•For  definition  of  "coac  or  pricing  daca,"  aee  FPR  1-3.807-3. 

^•Describe  the  proposal,  quocation,  requeat  for  price  adjuacaenca,  or  other 

BubmlsBlon  Involved,  giving  appropriate  identifying  auaber  (e.g.,  RFF  Ho. ) 

***ThtB  dace  ahall  be  Che  dace  when  the  price  ncgoclatlona  were  concluded 
and  the  contract  price  waa  agreed  to.  The  rcaponalbility  of  the  Caocractot 
la  not  llaiced  by  che  peraonal  knowledge  of  Che  Contractor'a  negotiator  If 
the  Contractor  had  infonation  reaionably  available  (aee  1-3.807-5  <a))  at 
the  tine  of  .igrecaant,  ahowlng  that  the  negotiated  price  la  not  baaed  on 
accurate,  conplete,  and  current  data. 

****Thia  dace  should  be  aa  cloae  as  practicable  Co  the  date  when  the  price 
negctlaclooa  were  concluded  and  che  contract  price  waa  agreed  upon. 
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Senator  Bbookb.  Now  your  tostimooy  reveals  a  nutior  weakness  in 

the  State  guarantee  system  which  I  rewly  don't  tJiink  iias  been  dis- 
cussed bef  oreL  Tbat  is,  the  Uwitment  of  a  policyholders  surplus  lines, 
insurers  doing  busineES  in  States  in  which  they  are  not  licensed. 

For  our  benefit,  could  you  give  the  cramnittee  a  concrete  erample  of 
how  the  outM>f-State  claimant  of  a  surplus  lines  insurer  coold  be 
deprived  of  any  prot«cti<Ki  against  solvency  ! 

Mr.  Hdntbr.  I  think  it  was  in  tJie  full  statement.  I  will  turn  to 
Mr.  Clark  on  that. 

Mr.  Clabs.  Senator,  the  NAIC  model  act  d^nes  an  insolvent  insurer 
as  an  insurer  licmsed  in  t^e  State. 

Now  if  the  insurer  is  acting  in  a  particular  State  <Mily  as  a  surplus 
lines  insurer,  it  is  obviously  not  a  hcensed  insurer,  therefore  the  S(d- 
vency  Guaiwitee  Act  in  that  State  does  not  apply. 

When  you  get  to  the  State  of  the  surplus  line  insurer's  domicile, 
then  tiiG  act  defines  a  covered  claim  as  a  claim  of  a  policyholder  or 
claimant  re^dent  in  tdiat  State  »t  the  time  of  the  event. 

So  it  thus  follows  tdiat  the  insured.or  the  claimants  in  a  foreign  state, 
a  seriously  injured  products  liability  clfumant,  fto*  example,  would 
receive  no  benefit  from  any  Solvency  Guarantee  Act  And  we  are 
terribly  concerned  about  that. 

Senator  Brooke.  Now  have  the  products  liability  and  medical  mal- 
practice crises  increased  the  business  of  surplus  lines  companies ! 

Mr.  Cladk.  Very  tremendously,  because  I  ncticed  s«ne  figures 
recently  in  connection  with  the  products  liability  insurance  problem, 
where  there  has  been  a  tremoidous  increase  in  surplus  lines  activity. 
I  hasten  to  say.  Senator,  tiiere  are  a  lot  of  surplus  lines  insurers  who 
are  running  mates  of  larger  insurers,  and  I  am  not  suggesting  there 
is  any  widespread  insolvency  concern  about  those  insurers.  But  the 
fact  of  the  matter  is  this  is  the  tj-pc  of  situation  which  beckons  some- 
body to  oome  into  a  market  that  is  very  fertile  for  gathering  a  large 
volume  of  premiums  in  a  huro'. 

There  was  an  insurer  that  recently  was  declared  insolvent,  tihat 
did  have — we  made  some  calculations  indicating  that  perhaps  over 
half  of  its  business  was  written  on  surplus  lines  basis. 

Senator  Brooke.  How  do  tliese  iiurplus  lines  c<Hnpanies  operate  in 
the  reinsurance  market? 

ifr.  Clark.  It  is  hard  to  say.  Probably  some  of  them  opere.to  and 
provide  some  facultative  reinsurance  and  particularly  in  the  products 
liability  line. 

Senator  Brooke,  I  am  sorry? 

Mr.  Clark.  I  say  there  are  probably  some  surplus  lines  insurers  that 
are  affording  a  good  bit  of  reinsurance  on  a  fecultative  baas.  That 
means  a  specific  risk  basis. 

Senator  Brooke.  That  example  you  had  reference  to.  was  that  the 
Allstate  Insurance  Co.  ? 
Mr.  CijvRK.  No.  sir.  not  Allstate  by  anv  means.  All  Star. 
Senator  Brooke.  All  Star,  rather.  There  is  a  difference. 
Mi*.  C1.ARK.  Yes;  some  are  in  considerably  better  hands  with  one 
than  the  other. 

Senator  Brooke.  Could  you  give  us  a  description  of  what  hap- 
pened in  that  case  ? 
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Mr,  CiiABK.  Well,  this,  of  course,  is  a  situation  in  which  the  State 
of  domicile  will  obviously  administer  the  estate  of  the  insolvent  in- 
surer. Presumably  there  are  some  other  States  in  which  that  insurer 
was  licensed  and  those  States  presumably  also  participate  in  the 
limtidation  of  the  insurer  through  ancillary  liq^uidators. 

I  just  do  not  know,  Senator,  now  many  claimants  there  are  though 
in  States  in  which  that  insurer  was  not  licensed  who  are  simply  going 
to  obtain  no  benefit  from  any  guarantee  mechanism. 

Senator  Brooke.  Thank  you  very  much. 

Now,  Mr.  Hunter,  in  your  opinion  the  preemption  of  forms  ap- 
proval under  the  Federal  chartering  provisions  of  the  bill  would  help 
to  eliminate  what  you  characterize  as  a  myriad  of  potentials  for  over- 
lapping, duplication  of  effort,  expense,  and  jurisdictional  conflicts. 

You  also  state  a  myriad  of  matters  need  to  be  very  carefully  sorted 
out  in  the  study  of  the  bill. 

I  am  not  suggesting  you  give  us  tlie  whole  myriad  here,  but  would 
you  outline  a  lew  more  of  the  problems  which  you  feel  are  deserving 
of  further  study  t 

Mr.  Hunter,  Well,  the  basic  ones,  again  not  as  respects  the  insol- 
vency section,  because  that  section  doesn't  trouble  me  as  much  as  the 
dual  chartering  section,  the  most  important  one  to  us  is  the  allow- 
ance of  untrampled  selection  competition,  which  we  think  would  result 
in  an  exacerbation  of  problems  rather  than  a  better  market,  based 
upon  our  review  of  lack  of  success  in  nnre^lated  places  like  Califor- 
nia, where  we  see  1  out  of  3,  approximately,  motorists  are  underaerved, 
either  uninsured  in  an  assigned  risk  plan  or  in  a  substandard  market. 

Our  review  of  the  FAIK  plan  in  Illinois  shows  it  grew  60  percent 
since  Illinois  rate  regulation  was  taken  off,  whereas  countrywide  it 
grew  only  25  percent. 

These  kind  of  indicators  make  us  worry  about  what  will  happen 
to  people  if  the  bill  doesnt  address  specifiuuly  the  issue  of  availabmt^ 
of  insurance  somehow. 

There  are  many  parts  of  regulation  that  are  intertwined.  For  ex- 
ample, forms  that  you  and  I  mentioned. 

The  forms  must  be  tied  into  who  controls  the  rate,  because  they 
are  so  closely  intertwined. 

If  a  State  can  control  the  forms,  and  there  is  no  rate  regulatitm, 
there  is  in  effect  rate  regulation,  because  in  health  insurance,  for  ex- 
ample, where  there  has  been  no  rate  regulation  in  many  States,  there 
really  has  been  rate  regulation  through  disapproval  of  forms,  by 
saying  this  form  does  not  comport  with  our  need  for  the  form  being 
adequate  relative  to  the  rats.  In  otlier  words,  they  disapprove  the  form 
based  upon  the  rate  or  something  of  that  nature. 

So  in  effect  there  is  an  indirect  rate  regulation  in  health  insurance. 

These  sorts  of  things  I  think  are  the  type  of  thiogs  that  need  to  be 
addressed  carefully. 

Another  question  that  I  didn't  address  in  my  statement  would  be 
what  happ^  if  a  federally  chartered  insurer,  say,  were  the  only 
insurer  in  a  large  jurisdiction  that  was  writing  malpractice,  or  prop- 
erty insurance—malpractice  is  a  better  example,  because  there  were 
certainly  cases  where  the  entire  State  was  essentially  covered  W  one 
insurer.  Could  that  insurer  be  totally  free  to  set  its  own  rateet  It  is  a 
Tea)  jsBue.  Obviously  there  is  no  competition.  Most  States,  even  the 
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open  competition  States,  have  a  way  of  reimposing  rate  regulation  if 
and  wh^i  there  is  a  clearly  demonstrated  case  of  no  competition. 
Those  are  the  sorts  of  things  we  worry  about. 

Senator  Brooke.  ThanJ^  you.  Now  you  mentioned  the  possibility 
that  the  existence  of  both  Federal  and  State  regulators  cotdd  lead  to 
competition  which  would  work  against  the  consumers'  interest.  This 
legislation,  of  course,  leaves  to  the  States  the  sole  responsibility  for 
enforcement  of  consumer  protection  statutes,  both  for  federally  and 
State  chartered  companies,  as  you  know. 

Doesn't  this  seem  to  preclude  competition  among  regulators  to  the 
detriment  of  the  consumer  t 

Mr.  Hunter.  I  drai't  believe  so.  I  believe  that  in  order  to  tiy  to 
attract  major  companiee  into  your  regulatory  sphere,  you  might 
find  ways  to  soft«n  regulation  in  order  to  in  effect  mcrease  your  own 
authority  by  getting  me  big  companies  to  join  your  game  and  leave 
the  other  fellow's  gsin& 

Senator  Brooke.  Finally,  Mr.  Hunter,  I  sort  of  detected  some  dif- 
ferences between  your  view  of  open  competition  and  that  which  ifl 
presented  in  the  Jufitice  Department's  testimony,  which  we  have  al~ 
ready  heard  and  which  you  listened  to. 

"Would  you  care  to  comment  on  the  Justice  Department's  study! 
Mr.  Hdmt^  I  agree  we  have  a  difference.  I  believe  the  Justioe 
Department  study  recognizes  the  fact  we  have  a  major  difference  on 
the  issue  of  competition  in  insurance.  We  believe  insurance  is  totally 
different  than  a  manufacturer  of  air-conditioners,  something  of  that 
nature,  where  competition,  it  aeems  to  me,  always  works  to  the  benefit 
of  the  consumer  in  terms  of  price. 

One  of  the  best  ways  to  maximize  your  profits  in  insurance  is  to  deny 
insurance  to  good,  clean  risks,  even  by  your  own  definition,  based  upon 
your  subjective  analysis.  Wc  have  files  replete  with  examples  of  indi- 
viduals who  were  inspected  and  who  had  perfectly  fine  homes  but  who 
were  denied  because  tliey  are  in  a  zip  code  an  insurance  company  has 
chosen  not  to  write  in.  And  I  don't  believe  exacerbation  of  that  practice 
would  be  beneficial. 

As  I  point  out,  the  FAIRplan  in  Illinois  grew  faster  than  the  coun- 
trywide average  after  Illinois  rate  regulation  was  eliminated. 

I  am  very  concerned  about  that  type  of  effect.  I  believe  we  have  a 
legitimate  and  honest  difference  of  opinion  on  that  issue. 

Senator  Brooke.  Thank  you.  My  10  minutes  have  expired.  I  will  ask 
you  questions,  Mr.  Sims,  when  it  is  my  turn  again. 

The  Chairman.  Senator  Sparkman! 

Senator  Sparkjian.  Mr.  Chairman,  I  shall  be  very  brief,  well  within 
the  10  minutes. 

Now  all  of  this  is  in  connection  with  consideration  of  S.  1710.  Did  I 
understand  you,  Mr,  Hunter,  to  say  that  you  are  not  ready  to  accept  all 
of  the  terms  of  S.  1710,  that  you  had  to  give  it  further  tliought? 

Mr.  Hunter.  My  testimony,  sir,  was  that  we  believe  it  is  a  wonderful 
discussion  piece  for  the  question,  serious  public  policy  question  of  regu- 
lation of  insurance  which  needs  addressing  very  much.  But  we  are  not 
ready  at  this  time  to  say  yes  to  any  specific  approach.  We  believe  it  is 
premature  at  this  point. 

Senator  Sfarkuan.  Is  that  true  with  you  gentlemen,  too? 
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Mr.  Sims.  We  certainly  agree  that  the  bill  provides  a  discussion  plat- 
fonn  which  hopefully  will  enable  the  Congress  to  resolve  some  of  these 
difficult  policy  questions. 

I  think,  as  with  the  Federal  Insurance  Administration,  the  Depart- 
ment is  not  yet  ready  to  take  a  position  yea  or  nay  on  a  specific  legisla- 
tive proposal  at  this  time. 

S^ator  Sfarkman.  Well,  is  the  Government  in  position  to  help  work 
out  legislation?  In  other  words,  if  you  subscribe  to  the  objective  of 
S.  1710,  can  there  be  a  way  in  which  suitable  provisions  can  be  worked 
out? 

Mr.  Hunter.  I  don't  think  there  is  any  question  from  our  point  of 
view  that  there  is  room  for  improvement,  obviously,  in  any  system. 

Senator  Sparkhan.  And  you  could  use  S.  1710  as  the  agwicy  for 
doing  that  i 

Mr.  Hdnter.  I  don't — I  believe  it  is  a  discussion  piece. 

Senator  Sparkman.  I  realize  you  think  it  needs  more  discussion. 

Mr.  Hdnter.  I  believe  the  Federal  Grovemment  legitimately  has  a 
role  in  insuring  the  regulation  of  insurance  is  improved.  But  whether  it 
is  done  throu^  a  dual  regulatory  system,  or  through  a  solely  State- 
regulated  system,  or  a  State-regulat»d  system  with  some  help  from  the 
Federal  Government,  or  a  Federal  regulatory  system,  I  think  are  ques- 
tions that  need  resolving,  but  there  is  no  question  regulation  can  be 
improved. 

Senator  Sfarkman.  Thank  you.  Thank  you,  Mr.  Chairman. 

The  Chaishan.  I  would  like  to  ask  you  a  question  along  that  line. 

You  say  in  your  opening  statement  that  the  Federal  guarantee  pro- 
gram may  further  weaken  the  State  guarantee  funds  by  selecting  out 
the  stronger  companies  which  meet  Federal  standards,  it  would  come 
out  from  under  the  regulation  and  therefore  the  funds  would  be 
weakened. 

Then  you  go  on  to  say,  and  I  quote :  "Thought  may  need  to  be  given 
to  the  desirability  of  preemption,"  a  power  which  Chairman  Williams 
of  the  SEC  seemed  to  flatly  reject,  at  least  he  thought  it  was  unat- 
tractive. 

Are  you  saying  that  the  Federal  Government  should  assume  sole 
jurisdiction  over  granting  policyholders,  or  I  should  say  guarding 
policyholders  against  insurance  company  insolvencies?  The  States  are 
incapable  of  offering  that  protection ! 

Mr.  Hunter.  Jfo;  that  is  not  quite  what  I  am  saying.  What  I  am 
saying  is  ^iven  the  contents  of  the  bill  we  are  discussing,  if  that  bill 
were  moving  toward  law,  I  would  think  that  serious  consideration 
should  be  given  to  preemption  on  the  basis  that  the  State  insolvency 
programs  would  be  so  weakened  by  selection-out  into  the  Federal  ap- 
proach that  they  would  perhaps  not  be  capable  of  offering  the  kinds 
of  protection  at  that  point  that  would  be  needed. 

Now  Senator  Brooke  is  quite  right,  there  is  a  lot  wrong  with  the 
State  guarantee  funds  today.  They  need  strengthening. 

The  Chairman.  Are  you  arguing  against  proceeding  with  the  bill, 
unless  we  provide  for  some  kind  of  pre-emption  ? 

Mr.  Hunter.  Xo,  I  am  not.  I  am  not  arguing  against  moving  for- 
ward in  consideration  of  this  bill,  because  I  think  at  least  it  offers — 
}ust  the  consideration  of  it — offers  the  atmosphere  in  which  States 
may  find  themselves  in  a  better  position  to  strengthen  their  ap- 
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I  would  hope  thatyou  would  continue  to  consider  this  bill. 

Senator  Bbooke.  Would  you  yield  at  that  point,  if  I  ma; ! 

The  Chairuam.  Yes. 

Smator  Brookk.  If  larger  companies  were  to  leave  the  State  guar- 
antee funds  system — and  I  am  not  saying  that  they  would,  that  is  op^i 
to  debate— that  would  no  doubt  reduce  the  size  of  the  pool  on  wluch 
the  State  guarantee  funds  could  draw  to  pay  for  an  insolvency.  But 
of  course  with  the  withdrawal  of  these  large  companies,  if  it  oocuned, 
it  would  also  reduce  the  exposure  of  the  State  guarantee  fund  at  th^ 
point,  I  think,  has  not  been  made. 

The  Chairman.  What  I  am  concerned  about,  of  course,  is  you  mi^t 
have  stronger  companies,  whose  policies  might  be  sounder,  opting  to 
get  under  the  Federal  jurisdiction,  and  leaving  the  weaker  companies 
with  less  resources  and  greater  risks  possibly  for  the  State  to  try  to 
protect  with  inadequate  funds. 

Mr.  Hunter.  Iliat  is  what  I  meant  by  the  expression  "adverse 
selection."  It  wouldn't  be  a  one-to-one  transfer.  I  am  afraid  the 
stronger  companies  would  transfer  out  and  in  an  absolute  sense  the 
State  pool's  strength  would  be  lowered,  but  I  don't  believe  it  would  be 
one-to-one. 

Senator  Bbooke.  I  don't  think  we  know  that. 

Mr.  HtTNTBR.  No. 

The  Chairman.  Mr.  Sima 

Mr.  Sims.  I  certainly  dont  know  the  answer  to  your  question. 

The  Chairman.  How  do  you  stand  on  the  preemption  issue! 

Mr.  SncB.  I  dont  think,  at  least  based  on  what  we  know,  there  is  a 
case  for  preemption  at  this  point.  There  is  the  possibility  of  what  the 
Federal  Insurance  Administration  fears  could  happen. 

On  the  other  hand,  to  the  extent  that  we  have  an  analogous  situation 
in  the  banking  field,  that  has  not  proven  to  be  a  serious  problem  in  that 
field.  So  I  dont  think  at  this  sta^  of  the  game  we  can  really  make  a 
precise  determination  as  to  what  will  happen  in  the  event  of  a  dnal 
chartering  system. 

The  Chairman,  Thank  vou.  Senator  Brooke. 

Senator  Brooks.  Mr.  Sims,  I  want  to  thank  you  for  your  vary  fine 
summary  of  the  study  done  by  the  Justice  Department  on  the  pricing 
and  marketing  of  insurance,  and  we  are  very  privileged  to  have  the 
principal  author  of  that  study  here  with  us. 

Mr.  Sims,  you  state,  and  I  quote : 

The  long-run  experience  of  at  least  one  major  Insurance  state  that  had  an 
open  competition  system,  In  which  the  state  has  relied  on  market  forces  to  con- 
trol prices,  Guggests  that  unrestricted  price  competition  can  provide  a  most  effec- 
tive substitute  for  rate  regulation,  leasonahle  prices,  maximum  efficiency  in  the 
aale  and  distribution  of  it 


I  take  it  that  the  State  you  are  referring  to  is  California,  is  that 
correct? 

Mr,  Sms.  Tliat  is  correct. 

Senator  Brooke.  Is  it  not  true  that  even  in  California  where  open 
competition  exists,  the  Stat(^  regulators  still  retain  the  authority  to  set 
aside  rates  which  are  unfairly  discriminatory  ? 

Mr.  Sims.  That  is  correct. 

Senator  Brooke.  I>oe8  such  authority  go  beyond  preventing  dis- 
crimination on  the  basis  of  race,  sex,  or  religion  ? 

Mr.  Sims.  Tea. 
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Senator  Brooke.  How  far  does  it  got 

Mr.  Srus.  My  understanding,  and  Mr.  Moseritz  can  correct  me  if 
I  am  wrong,  is  that  the  regulatory  authority  in  California  extends  to 
the  common  kind  of  rate  regulation  language.  I  don't  know  what  the 
precise  language  jb. 

Mr.  Maserttz.  The  language  is  essentially  that  rates  can  not  be  ex- 
cessive, inadequate,  or  unniirly  discriminatory. 

Senator  Brooke.  Mr.  Sims,  Mr.  Hunter,  in  his  statement — we  have 
discussed  this  to  scune  extent— mentions  the  problem  of  selection  com- 
petition, the  ability  of  an  insurer  to  effect  success  not  by  price  or 
quality  of  his  product,  but  by  selecting  its  customers  in  a  fi^ion  that 
will  give  it  an  advanti^  over  its  rival. 

Selection  competition  is  a  feature  of  the  insurance  economy  which 
seems  to  provide  a  ground  for  distinguishing  insurance  from  other 
products  and  services,  and  for  fashioning  for  insurance  a  series  of  spe- 
cific rules,  unique  to  its  problems  and  circumstances. 

How  does  the  Justice  Department  study  deal  with  t^e  probluns  of 
selection  competition  i 

Mr.  Sims.  First  of  all,  I  think  to  the  extent  that  we  understand  what 
selection  competition  is,  it  appears  to  us  to  be  as  much  a  product  of 
the  regulatory  system  as  it  is  of  the  nature  of  the  product  or  service 
sold. 

In  an  unfettered  marketplace,  you  would  anticipate  that  there  would 
be  competition  for  the  better  risks,  to  use  the  insurance  term.  But 
you  would  also  expect  that  the  less  than  superior  risks  would  be  served 
at  a  higher  price  commensurate  with  the  difference  in  the  anticipated 
risk. 

In  the  insurance  industry  today  there  are  severe  restraints  upcHi 
the  pricing  of  the  insurance  product  for  those  high  risk  customers. 
And  where  you  have  restraints  on  maximum  pricmg  for  the  fellow 
who  has  an  automobile  accident  once  a  month,  you  are  undoubtedly 
going  to  have  companies  seeking  to  get  away  from  that  kind  of  fel- 
low, and  getting  into  the  marketplace  with  preferred  risks,  which  never 
have  automobile  accidents. 

It  doesn't  follow  from  that  experience  in  a  highly  regulated  sys- 
tem, that  you  would  have  the  same  kind  of  problem  in  a  rdatively  un- 
regulated ^stem. 

Indeed,  I  would  expect  that  problem  would  not  be  of  the  same  mag- 
nitude. True,  in  an  unregulat^  system,  the  guy  who  has  an  accident 
once  a  month  is  going  to  have  to  pay  a  real  high  premium  for  his  auto- 
mobile insurance.  If  that  is  seen  to  be  a  prc»lem,  the  preferred  way 
from  our  perspective  to  deal  with  that  would  be  through  a  direct  sub- 
sidy, some  kind  of  direct  payment  to  the  individual,  rather  than  the 
cross-subsidy  which  exists  today  by  raising  rates  generally  in  order  to 
pay  for  the  increased  loss  experience  that  companies  face  with  that 
type  of  individual. 

Senator  Brooke.  Thank  you.  Now  you  advocate  early  detection  and 
swift  removal  of  failing  insurers,  rather  than  keeping  every  insurer 
afloat. 

Is  that  approach  taken  in  those  States  in  which  open  ctxnpetition 
now  exists  t 

Mr.  Sqcb.  I  just  dont  know  the  answer  to  that  question.  There  have 
been  recommendations  of  various  kinds,  I  think  in  New  York,  if  I  am 
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correct,  tliat  that  approach  should  be  utilized.  But  to  my  knowledge 
that  recommendation  has  never  been  fully  implemented. 

Senator  Brooke.  You  don't  know  in  how  many  States? 

Mr.  SiMB.  No;  I  simply  don't  know  the  answer  to  that.  It  is  the  sys- 
tem, by  and  large,  which  works  in  the  banking  field,  administered  by 
the  Federal  bank  regulators,  and  works,  based  on  our  experience,  very 
well. 

Senator  Bbooke.  Now  you  state  that  the  Justice  Department's  re- 
port did  not  examine  in  depth  the  potential  impact  of  unrestricted 
price  competition  on  smaller  msurers. 

Do  you  know  if  smaller  insurers  in  California  have  been  adversely 
affected  by  the  existence  of  open  competition  f 

Mr.  Sqis.  Based  on  our  information,  the  answer  is  no.  I  think  there 
was  a  report  by  the  California  Insurance  Department,  which  indi- 
cated there  had  not  been  a  particularly  abnormal  exit  rate  for  small 
insurers  based  on  their  experience  in  the  open  competition  system. 

There  is  always  a  problem  when  you  face  a  move  from  a  regulated 
system  to  an  unregulated  system.  There  are  always  fears  and  con- 
cerns of  the  unknown,  no  matter  how  attractive  some  of  its  features 
may  be ;  it  is  always  the  unknown.  You  know  what  you  are  living  witiii 
today. 

Senator  Brooke.  It  is  the  devil  you  know  rather  than  the  devil  you 
dont  know. 

Mr.  Sius.  That  is  right.  You  see  that  in  the  airline  industry  today, 
in  various  otlier  industries,  in  which  there  is  some  talk  about  lessening 
regulation.  That  uncertainty  would  be  with  us  in  the  insurance  field  as 

But  there  is  no  reason,  based  on  our  knowledge,  to  believe  efficient 
small  insurers  wouldn't  be  able  to  survive  quite  well  in  an  unregulated 
environment. 

Senator  Bbooke.  You  have  stated  that  it  is  important  to  permit 
regulation  of  rates  by  the  States  in  cases  where  reverse  competition 
exists.  That  is,  where  insurers  compete  for  the  agent's  business  rather 
than  directly  for  the  business  of  the  ultimate  consumer.  Has  State 
r^ulation  been  effective  in  protecting  consumers  in  the  case  of  credit 
lift  and  health  insurance  or  in  the  case  of  title  insurance? 

Mr.  SiHS.  That  is  another  question  I  simply  don't  know  the  answer 
to,  I  think  the  reverse  competition  problem  needs  more  study,  and 
more  data  needs  to  be  collected, 

I  don't  think,  based  on  what  we  know  right  now,  we  can  really  say 
whether  or  not  State  regulation  has  worked. 

Senator  Brooke.  Would  you  elaborate  briefly  on  your  statement 
that  the  life  insurance  industry  generally  may  oe  subject  to  reverse 
coDipetition  f 

Mr.  SmB.  I  would  like  Mr.  Maseritz  to  respond  to  that. 

Mr.  Maberptz.  Could  you  ask  the  question  again.  Senator! 

Senator  Brooke.  Would  you  elaborate  on  your  statement  that  the 
life  insurance  industry  generally  may  be  subject  to  reverse  compe- 
tition! 

Mr.  Masehptz.  The  question  arises  because  of  the  existence  of  the 
so-called  expense  limitation  laws  in  three  States,  including  New  York. 
New  York  has  indicated  in  various  studies  that  there  is  need  to  control 
the  expenses  of  agents  because,  in  the  case  of  whole  life  insurance,  it 
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is  a  product  that  is  sold,  that  is  to  say,  it  is  a  product  in  which  the 
company  has  to  go  out  to  the  consumer  and  make  a  case  for  the  service 
in  many  instances. 

Insurance  companies  want  to  provide  an  inducement  to  their  agents 
and  they  do  this  tnrough  commissions. 

Now  at  the  same  time  there  is  the  problem  in  life  insurance  of  con- 
sumer information  and  consumer  knowledge,  because  it  is  a  highly 
complex  service  and  product.  It  is  this  combination  of  factors — the 
incentive  to  sell  and  lack  of  information — that  results  in  competition 
for  the  agents  as  opposed  to  competition  for  the  ultimate  consumer. 
We  believe  that  is  the  basis  for  the  expense  limitation  laws  and  the 
need  to  regulate  the  expense  element  of  the  premium. 

Senator  Brooke.  Thank  you.  I  have  one  final  question. 

The  Chairman.  I  believe  Mr.  Clark  wanted  to  comment. 

Senator  Brooke.  I  am  sorry,  yes,  Mr.  Clark. 

Mr.  Clark.  Senator,  you  have  this  prdblem :  If  the  commission  rate 
for  the  life  insurers  is  95  percent  of  the  first  annual  premium  for 
whole  life,  and  the  commission  rate  for  term  life  is  35  percent,  the 
chances  are  that  there  is  going  to  be  an  awful  lot  of  whole  life  sold 
and  very  little  term  life,  even  though  the  needs  of  many  many  people 
m^  be  for  term  life.  That  is  the  concern. 

Senator  Brooke,  Thank  you  very  much,  Mr.  Clark. 

Now,  Mr.  Sims,  one  of  the  witnesses  who  will  appear  later  in  the 
week  will  state  that  S.  1710  works  against  the  interests  of  smaller 
insurance  companies,  because,  and  I  quote : 

A  host  of  opportunities  will  exist  for  Federally  chartered  Insurers  to  exploit 
market  and  priclag  opportunities  and  out-maneuver  their  State  chattered  com- 
petitors at  ever;  turn. 

Would  you  care  to  comment  on  that! 

Mr,  SiHB.  That  sounds  like  competition.  You  know,  the  great  bene- 
fit of  a  competitive  marketplace  is  that  it  forces  people  through  a 
^stem  of  inexorable  rewards  and  penalties  to  do  their  best.  And 
doing  their  best  means  thinking  about  how  they  can  beat  the  compe- 
tition and  provide  a  better  service  at  a  lower  price,  if  possible. 

That  is  not  a  concern  that  would  particularly  bother  me. 

Senator  Brooke.  Thank  you.  Mr.  Chairman,  1  want  to  again  com- 
mend the  panel,  it  has  been  an  excellent  panel,  and  very  helpful.  I 
am  very  grateful  to  each  of  you. 

Again,  Mr.  Chairman,  I  thank  you. 

The  Chairman.  I  agree,  I  think  it  has  been  a  fine  panel.  All  four 
of  you  gentlemen  have  been  very  helpful. 

Here  is  one  of  the  brightest,  sunniest  days  of  the  year  today,  and 
we  have  pulled  the  shades  to  keep  us  from  being  flooded  with  too  much 
light,  yet  we  turn  on  the  artificial  lights,  and  we  determined  from 
an  expert  on  the  subject  that  we  use  about  a  gallon  of  oil  by  keeping 
Oiese  lights  on  all  day. 

It  seems  to  me  we  couM  make  one  concrete  specific  contribution  to 
enei^  conservation,  probably  the  bwt  the  Congnas  will  make  all 
year,  by  turning  the  lights  off  when  the  sun  is  shining.  From  now 
on  we  will  do  that. 

The  committee  will  reconvene  tomorrow  morning  at  9 :30  to  hear 
six  experts  on  this  subject. 

/Tbereupoa,  at  12  noon  the  hearing  was  recessed,  to  reconvene  at 
P.-SO  turn,  the  following  day.] 
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TUBSDAT,  ifKVPumKn.  13,  1977 

U.S.  Senate, 

COMMTITEE  ON  BaNKINO,  H0D8INO  AND  UrBAN  AtFAIRS, 

Washington,  D.O. 

The  committee  met  at  9:30  a.m.,  in  room  5302,  Dirksen  Senate  Office 
Building,  Senator  William  Proxmire,  chairman  of  the  committee, 
presiding. 

Present :  Senators  Proxmire,  Brooke,  and  Schmitt. 

Senator  Brooke.  The  committee  will  come  to  order. 

Chairman  Proxmire  will  attend  very  shortly.  He  is  unavoidably 
delayed  but  we  will  proceed  with  the  testimony  Because  we  have  many 
witnesses  and  much  testimony  this  morning.  The  first  panel  will  con- 
sist of  the  ^rational  Association  of  Insurance  Commissioners,  Mr. 
Wesley  Kinder,  insurance  commissioner  of  the  State  of  California; 
and  from  the  Commonwealth  of  Massachusetts,  James  Stone,  the 
insurance  commissioner;  and  from  the  State  of  Illinois,  Bichard  L. 
Math i as,  director  of  insurance. 

Will  you  come  forward  and.  Deputy  Commissioner  Rodney,  would 
you  come  forward  with  Mr.  Stone.  Director  Mathias,  will  you  identify 
your  colleague! 

Mr.  Mathias.  Senator  Brooke,  accompanying  me  on  the  right  is 
Michael  Hasten,  wlio's  our  chief  counsel. 

Senator  Brooke.  Welcome.  We  are  pleased  to  have  you. 

Commissioner  Kinder  and  Director  Mathias,  I  don't  nave  a  resume 
on  you,  but  being  from  Massachusetts  I  am  pleased  to  introduce  Com- 
missioner Stone. 

I  am  particularly  pleased  to  have  you.  Commissioner  Stone.  Mr. 
Stone  is  a  graduate  of  Harvard  College  where  he  received  a  B.A. 
degree  in  1969  with  highest  honors  in  economics.  He  also  holds  a 
Ph.  D.  in  economies  from  Harvard  and  has  served  on  the  Harvard 
faculty. 

From  1971  to  1975,  Mr.  Stone  worked  at  Fairfield  &  Ellis,  a  promi- 
nent Boston-based  insurance  brokerage  firm,  and  he  served  as  vice 
president  of  that  firm. 

He  has  a  number  of  publications  to  his  credit,  including  a  book 
titled  "One  Way  for  Wall  Street." 

He  was  appointed  commissioner  of  insurance  by  Governor  Dukakis 
on  February  28, 1975. 

Commissioner  Stone  is  accompanied  by  Deputy  Commissioner  Keith 
Rodney,  who  has  quite  a  record  in  his  own  right.  He  is  a  graduate  of 
Syracuse  Universiti'  with  a  major  in  accountmg  and  a  concentration 
in  economics.  He  is  a  certified  public  accountant,  and  before  accepting 
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his  present  position  he  served  as  an  audit  mana^r  with  the  account- 
ing firm  of  Coopers  &  Lybrand,  specializing  in  insurance. 

At  the  insurance  division  he  has  responsibility  for  the  licensing  of 
companies  and  a^nts.  And,  of  particular  iniportance  for  our  record, 
he  oversees  examinations  and  inveetigatians  ofa.lI  licensees  and  handles 
all  matters  dealing  with  insolvencies. 

As  I  said,  we  are  very,  very  pleased  also  to  have  Commissioner 
Kinder  and  Director  Mathias. 

Gentlemen,  I  want  to  thank  you  for  submitting  your  statements. 
I  want  you  to  know  that  we  appreciate  the  time  and  effort  that  you 
put  into  those  statements,  and  you  may  proceed  with  them.  If  you  wish 
to  abbreviate  them,  that  would  be  appreciated  by  the  committee.  The 
full  text  of  your  statements,  of  course,  will  be  printed  in  the  record, 
and  we  do  liave  many  questions  that  we  want  to  ask  of  you.  So  you 
may  proceed  and.  Commissioner  Kinder,  would  you  lead  off? 

STATEMEHT  OF  WESIET  J.  SinSEB,  IHSintAHCE  COHHISSIONEH, 
STATE  OF  CALIFOEHIA,  BEFBESENTIHa  THE  NATIONAL  ASSO- 
CIATION OF  INSVBANCE  COHHISSIONEBS 

Mr,  Kinder.  Thank  you,  Senator. 

My  name  is  Wesley  J.  Kinder.  I'm  commissioner  of  insurance  in  the 
State  of  California  and  member  of  the  executive  committee  of  the 
National  Association  of  Insurance  Commissioners,  comnitaily  referred 
to  as  the  NAIC.  Having  its  inception  in  1871,  the  NAIC  is  the  oldest 
voluntary  association  of  State  officials.  The  NAIC  membership  con- 
sists of  the  principal  insurance  regulatory  officials  in  the  50  States,  the 
District  of  Columbia,  Guam,  Puerto  Kico,  and  the  Virgin  Islands. 

Senator,  you  have  a  written  statement  on  our  belialf  and  rather  than 
repeat  it  in  its  entirety  I  will  excerpt  from  it  here. 

Senator  Brooke.  We're  very  grateful. 

[Complete  statement  of  Mr.  Kinder  follows:] 

Stateuert  op  tbe  National  Abbociation  or  Insubance  CouuiBsioNuts 

TABLE  OF  CDNTEnTS 


I,  Introduction. 
II.  8. 1710  meets  no  demonstrated  need. 

A.  Insurance  solvency  concerns. 

1.  Magnitude  of  the  alleged  problem. 

2.  Profitability. 

3.  R^ulatlon  tor  solvency. 

4.  Guaranty  fund  protecUoii. 

B.  No  need  Is  demonstrated  by  the  improper  anait^y  to  the  bank  regu- 

latory ajBtau. 

1.  Perspective  on  banking  analogy. 

2.  FDIG  parallel. 

C.  Absence  ot  need  to  a[4>ly  Federal  antitrust  laws  to  promote  competi- 

tion In  Insurance. 
III.  Adverse  Impact  at  3. 1710  on  the  Insurance  coneumlnK  public. 

A.  Application  of  the  antitrust  latvs  would  adversely  affect  tbe  public 
interest. 

1.  Tbe  States  are  better  able  to  foster  competition. 

2.  The  potential  limitation  of  Bubstandal  amounts  of  J<rint  ac- 

tivity through  the  application  of  antitrust  la  InconslBtent 
wltii  many  needa  of  inanrance  buyers. 
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3.  Potential  regulatory  Tacuum  under  the  Federal  antitroBt  laws. 

4.  S.  1710  would  llkel;  result  in  Federal  rate  regulator;  contrtd. 

5.  Antitrust  aummary. 

B.  Adverse  impact  on  Uie  continuing  State  BOlvency  guaraatf  fund 

C.  lUusary  promise  of  limited  regulatory  involvement. 

D.  Illustrative  tecbnlcal  flaws  In  S.  171<X 

B.  S.  1710  would  deprive  the  public  of  the  advantages  of  State  Insurance 
regulation. 

1.  Development  of  State  insurance  regulatitm. 

2.  Tbe  fundamental  concept  of  federalism. 

3.  Advantages  ot  State  insurance  regulation. 
IV.  Summary. 

Hr.  Chairman  and  memt>er8  of  the  Banking  Committee,  my  name  Is  Wesley 
J.  Kinder,  CommlssiMier  of  losurance  in  the  State  of  California  and  mnnber 
of  the  Executive  Committee  of  the  NatlMial  Association  of  Insurance  Commis- 
slMiers  (commonly  referred  to  as  the  NAIC).  Having  Its  inception  in  ISTl,  tbe 
NAIC  is  the  oldest  voluntary  association  of  state  offlciala.  The  NAIC  member- 
ship consists  of  the  principal  insurance  regulatory  officials  in  the  GO  states,  the 
District  of  Columbia,  Guam,  Puerto  Rico,  and  the  Virgin  Islands. 

I.  Intboduction 

The  NAIC  appreciates  the  (qjportunity  to  testis  before  this  committee  during 
jour  initial  consideration  of  the  "Federal  Insurance  Act  of  1977."  Generally,  the 
basic  issue  posed  by  S.  1710  ts  couched  In  the  terms  of  state  versus  federal  regu- 
ladoD.  However,  the  ultimate  Issue,  Implicit  In  the  longstanding  controversy 
surrounding  state  vs.  federal  regulation  Is  now  and  has  always  been  what  kind  of 
insurance  regulation  will  best  serve  the  interests  of  the  public.  We  trust  that  the 
public  interest  will  remain  clearly  in  your  view  throughout  these  proceedings. 
We  also  trust  that  your  ultimate  conclusion  will  once  again  reaffirm  the  current 
desirability  and  historical  effectiveness  of  state  Insurance  regulation.  We  be- 
lieve that  the  predominant  system  of  State  Insurance  regulation  should  be  main- 
tained In  the  publli?  Interest.  Hence,  tbe  NAIC  strongly  oiqwses  tbe  enactment  of 
8.  1710. 

The  NAIC  is  deeply  troubled  by  Uie  general  concept  of  alternative  state  and 
federal  regulation  of  the  Inanrance  business  contained  in  tills  bill.  Although  some 
problems  do  exist  In  the  Insurance  business,  like  virtually  all  other  InduEtrfes, 
proposing  a  major  shift  to  a  federal  regulatory  system  that  either  competes  with 
or  alts  on  top  of  tbe  existing,  well  developed  state  system  makes  little  economic 
sense  In  theory  or  as  a  practical  matter.  S.  ITIO  Is  poised  as  an  alternative  federal 
regulatory  system,  but  It  is  unlikely  that  the  existing,  viable  state  Insurance 
regulatory  system  would  long  continue  In  parity  with  the  federal  commission 
if  this  bill  were  enacted.  Expansive  development  of  such  a  federal  agency  will 
undoubtedly  follow  the  enactment  of  S.  1710  either  through  conferral  of  addi- 
tional  powers  by  Congress,  administrative  assumption  of  authority,  oi  both. 

In  an  era  characterized  by  promises  of  regulatory  reform  and  reduction  of 
overregulation,  spawning  yet  another  massive  federal  regulatory  agency '  Is, 
at  best,  at  odds  with  the  times.  In  light  of  the  fact  that  tliere  has  not  been 
documented  by  any  compelling  need  for  federal  regulatory  Involvement  in  the 
insurance  business,  such  a  shift  would  seem  to  be  entirely  superflous  and  should, 
therefore,  be  suspect. 

Nevertheless,  we  are  acutely  aware  of  the  fact  that  we  are  engaged  in  an 
area  of  state  regulatlwi  that  exists  at  the  sufferance  of  Congress.  Even  if  not 
always  comfortable,  we  welcome  your  probing  efforts  aimed  at  determining  and 
maintaining  the  quality  of  state  insurance  regulation.  S.  1710  Is  superficially  an 
alternative  scheme  of  federal  regulation,  but  In  Its  proper  perspective,  we  h<H>e 
that  it  emerges  as  a  focus  for  partially  carrying  out  your  duty  to  oversee  the 
performance  of  state  liMurance  regulation  rather  than  as  the  leading  edge  of  its 
eitl  motion. 

Among  our  objections  to  S.  1710  are  the  following,  briefly  summarized  con- 


1  At  tbe  recent  AmerlniD  Bar  AssocUtloD  NatloDsl  Instttate  Id  MtDDeapolla.  a  prlmBrT 
■talT  dtaftamaD  ot  S.  1T10  Htlmated  tti>t  tbe  proposed  federal  asency  wonld  hSTe  a  "few 
tbODiand  employ ««■." 
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(1)  GongreMloBal  policy  since  194S  with  respect  to  Insaraace  regulatloii  bas 
been  expressed  In  the  McCarran-Fei^naon  Act.  The  HcCarran  Act  explicitly 
states  that  the  poller  o'  continuing  state  regulatton  ia  "in  the  public  Interest." 
8.  1710  carries  with  it  the  seed  for  snbstantlallr  dimlnlshins  or  eliminating 
state  regulation.  Enactment  of  this  measure  wonld,  in  effect,  bypass  the  Mc- 
Carran  Act. 

(2)  The  fair  question  against  which  state  regulation  should  be  evalnated  is 
whether  it  Is  good  and  effecttye  enough  to  prevail.  No  proper  nor  dednitlTe 
demonstration  has  been  developed  to  Justify  an  alternative  federal  system  of 
the  scope  envisioned  by  8.  1710.  In  short,  there  is  no  demonstrated  need. 

(3)  The  creation  of  a  new,  rastly  Federal  commission  charged  with  regulat- 
ing the  Insurance  business  and  operating  a  guaranty  system  far  exceeds  the 
purported  need.  The  Federal  Insurance  Commission  would  certainly  be  contra- 
dictory to  the  prevailing  notion  of  Federal  deregulation  and  is  virtnally  Im- 
possible to  Justify  in  terms  of  additional  taxpayer  expense  or  benefits. 

(4)  Enactment  of  S.  1710  may  well  have  the  effect  of  diminishing  the  incen- 
tivea  of  States  to  continue  develoidng  measures  to  control  insolvencies,  Jeop- 
ardize a  constructive  record  of  regulatory  accomplishment,  and  generally  dis- 
rupt ongoing  State  regulatory  activities. 

(5)  The  existing  version  of  S.  1710  is  seriously  flawed  both  as  to  technical 
details  and  the  conceptual  viability  of  establishing  alternative  State-Federal 
systems. 

(6)  The  analogy  drawn  wltb  dual  regulation  in  the  banking  Industry  is  not 
appropriate  nor  does  it  Jnstlfy  Federal  Initiatives  In  Insurance  regulation. 

(7)  The  ultimate  consequences  of  Federal  insurance  regulation  are  unlikely 
to  be  in  the  beat  interests  of  the  Insurance  consuming  public. 

The  remainder  of  my  remarks  will  elaborate  on  these  and  other  concerns. 

II.  S.  1710  M^BT  No  Deuonbtkated  NsKn 
A.  iNBuauicx  6<a.vEiioT  coHontNs 

The  major  Impetus  In  proposing  8.  1710  apparently  la  the  belief  that  either 
the  states  are  Incapable  of  effectively  regulating  the  insurance  business  (or 
solvency  or,  for  whatever  reason,  they  have  not  done  eo  and  are  not  about  to. 
Senator  Brooke  acknowledged  this  in  so  many  words  upon  introduction  of  S.  1710 : 

"The  bill  grew  out  of  mj  concern  about  the  financial  condition  of  the  property- 
casualty  Insurance  business.  In  1974  and  1975,  property-casualty  companies 
experienced  the  two  worst  years  in  their  history,  with  combined  underwriting 
losses  totaling  $7  billion  for  the  two  years.  .  ,  .  The  weakened  financial  condi- 
tion In  the  propeity-casnalty  industry  and  the  possibility  of  a  major  company 
failure  prompted  me  to  consider  what  steps  might  be  taken  to  Insure  protection 
for  policyholders  and  improve  the  quality  of  regulation  for  solvency.  .  .  .  [T]he 
trauma  of  the  last  few  yean  has  brought  home  to  me  the  need  to  improve  the 
protections  available  to  Insurance  policymakers  before  the  next  brush  with 
disaster."  * 

The  premise  upon  whlcb  S.  1710  is  based  is  every  bit  as  faulty  as  the  proposed 
solution.  The  premise  Is  faulty  for  at  least  two  basic  reasons.  (1)  The  property- 
casualty  Insurance  Industry  has  experienced  a  difficult  period  in  recent  years — 
primarily  because  of  severe  inflation  In  the  goods  and  services  purchased  with 
Insurance  benefits,  dlmlnshlng  investment  returns  and  the  general  economic  de- 
cline. However,  the  magnitude  of  the  problem  Is  relatively  small,  and  the  con- 
tinuing profltabliity  tbroui^out  this  period  (Including  1074-75)  as  well  as  the 
return  to  profitability  results  consistent  with  the  median  results  of  the  other 
U.S.  industries  collectively  demonstrate  that  the  idle  speculation  about  potential 
disaster  is  grossly  overstated.  (2)  The  states  have  established  and  maintained 
both  a  sound  mechanism  for  regulating  the  solvency  of  tbe  Insurance  bualuen 
and  a  sound  record  of  protecting  the  insurance  consuming  public  through  (a) 
broad  and  detailed  solvency  controls  and  (b)  guaranty  fund  protection  in  the 
event  an  Insolvency  occurs.  Moreover,  as  will  be  discussed  later  and  contrary 
to  the  Intent  of  3.  1710,  enactment  of  this  bill  would  seriously  Jeopardise  tbe 
financial  solidity  of  the  insurance  industry  and  operate  contrary  to  tbe  interests 
of  the  Insurance  consuming  public. 

■  138  ConfrtMlonal  Rmoki,  B.  10088  (Dally  Bd  June  IS.  1*77). 
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t.  MoffiUtitde  of  ttie  alleged  proMem 

The  proponents  of  8. 1710  have  blown  tlie  nuignltnde  of  the  Insolvency  problem 
ont  of  proportion  sad  understated  the  ability  of  the  industr;  to  sustain  In- 
aolven(7  useBsmeatB.  In  1076,  the  NAIC  SUtlatlcal  Beportinj;  System  reported 
praninmfi  of  9S7.7  billion  foe  all  property  and  llabiUt;  lines  combined  on  a 
conntrywido  basis.*  At  the  same  time,  the  National  Committee  on  Insurance 
Gnaianty  Vnnds  reports  that  In  1976,  foar  property-casualty  inenrers  were  de- 
clared InaolTent.*  We  estimate  these  Inaolvencies  to  result  In  aasesaments  of 
iwf  than  121  million,  or  .036  of  Ife  of  premiums.  OTerall  operating  Income  for 
1976  totaled  12.7  billion  dollara.  In  other  words,  we  estimate  InsiriTendes  In 
1»76  to  cost  less  than  .04  of  1%  of  premiums  and  lees  than  1%  of  net  Income. 
The  alle«ed  inability  of  an  industry  of  this  maguitnde  to  sustain  Insolvency 
aasesBmeiits  through  the  exiting  guaranty  funds  established  under  state  Uws 
is  obTloosly  overstated. 

Experience  In  the  more  difflcolt  and  recent  years,  1B74  and  lff7S,  does  not 
alter  the  underlying  obvious  aUUty  of  the  property-casualty  InBurance  business 
to  snstain  asMssmeots  made  under  the  state  guaranty  funds.  Daring  these  two 
years,  amiroximately  26  P/G  Insurers  were  declared  Insolvent.*  Meanwhile^  the 
amount  of  aiscoomente  made  under  tbe  state  property-casualty  guaranty  fund 
laws  bave  increased  from  %46  million  assessed  prior  to  March  197S  to  |101  million 
since  incepttoo  of  the  taods  by  January  1B76,  and  $121  million  by  January  1977.* 
Bren  with  annua!  asseasments  at  an  extraordinarily  higb  rate  of  $60  mllUim, 
such  a  figure  would  repreeent  only  .14  of  1%  of  premiums  in  1974,  .12  of  1% 
in  1975  and  .1  of  1%  in  1976.  Altfaougb  this  information  does  not  suggest  the 
optimal  form  of  a  guaranty  system,  it  does  evidence  the  ability  of  the  buslnees 
to  operate  under  the  existing  state  system  while  at  the  same  time  providing 
the  flnandal  backstt^)  needed  to  protecet  policyholders  and  claimants  from  Insur- 


2.  Ptv/UaMHIy 

Seuator  Brooke's  views  on  underwriting  losses  as  the  basis  ot  hla  soIvMicy 
eoncema  also  results  In  biased  conclusions  that  are  ont  of  touch  with  real  world 
pcoDtabUlty  results  ot  the  insurance  business.  Underwriting  results  are  not  the 
bottom  tine  for  the  insurance  bnsinesB  in  that  they  exclude  inveatmoit  gain, 
among  other  items.  For  the  years  1971-1976,  the  NAIG  Statistical  Reporting  Sys- 
tem reports  that  property  casualty  insurers  experienced  the  following  industry- 
wide profitability  results : 

INDUSTRY  ntOFITABIUTY  All  LINES  COUrtnrWIDE  PROKRIY  AND  LIABILITY  INUJRANCE 
[In  mtlloiu  «( dollaiil 

Total  (.„ „.™.K— 

worth     mill  mi  (ulM) 
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"Overall  Operating  Income"  Is  total  Income  excluding  all  capital  gains  and 
losses  adjusted  to  generally  acc^ted  accounting  principles,  after  federal  taxes. 
■Total  Return"  equals  "Overall  Operating  Income"  plus  ail  capital  gains  and 
losses  (realized  and  unrealized)  after  federal  taxes.  In  each  of  the  years  1971- 
1976,  Insurers  realized  industrywide  positive  operating  Income.  Expressed  in 
terms  of  return  on  net  worth,  the  results  are  as  follows : 


»  KAIC  Beport  on  FrontatiUlty  By  Line  Bj-  SUta  for  the  je«r  1977.  Asg.  10, 1977. 
Gnaranty   Funds  reports  that  in   1076,  four  property-casualty  insurers  were 
declared  Insolvent.*  We  estimate  these  Insolvencies  to  result  in  aBsessments  of 

•NstloQil  Committee  on  IniarKuce  QnBranty  Fnode— Newiletter   IberelDBflEr  referred 
to  >■  NCIOF  Nenitetter)  toI.  6.  No.  1.  Jan.  26.  ISTT. 

•  NCiaP  Newiletter  toI.  0  No.  2.  Jan.  26, 1B7T  at  2. 

■  NCIGF  Newiletter  toL  4  No.  2,  Mu.  27,  1976  St  1 ;  vol.  &  Wo.  V,  J»n,  M>,  Vi1%  ».*.  V-, 
utd  TOL  S  No.  2  Jul.  28,  1077  at  1.  Tbese  flgnrei  do  not  iDclnAe  VmoVieac^  K»Bie««mQX& 
™jdo  nndg         "  iJreMseMJnent  guaranty  fund  law  nor  ttM  ISlwi  l«nni  la»A 
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The  profitability  results  for  tlie  insnwice  Industry  lor  1971-1976  compare  quite 
doaely  witb  tbe  median  results  for  the  SOO  largest  industrial  caiporaUons  as  com- 
piled annually  by  Forinme  Magazine. 

The  comparable  1971-1976  mean  results  reported  by  Fortune  Magaaine  for  re- 
turn on  net  worth  was  12.2  percent  for  the  SO  largest  commercial  banking  com- 
panies, 10.6  percent  for  the  60  largest  nUliUes,  and  6.5  percoit  for  the  SO  largest 
tranqwrtatlon  companies.  The  banks  and  financial  companies  are  similar  to  inanr- 
ance  In  that  they  are  financial  Indnatrles,  and  utilities  and  tranapori^atian  bear 
some  resemblance  In  that  tbeir  prices  are  regulated.  The  transportation  Industry, 
which  ig  regulated  primarily  by  federal  aguidea,  Is  clearly  in  much  worse  finan- 
cial condition  than  the  Insurance  industry.  A  number  of  large  transportation  com- 
panies hare  failed  under  federal  supeirlBion  in  recent  years.  The  Inadequate 
financial  strength  of  the  transportation  Industry  has  been  caused  at  least  in  part 
by  tlie  maze  of  federal  regulatory  controls  and  in  tnm  has  tieen  the  cause,  at 
least  in  part,  of  the  inadequate  and  declining  service  to  the  public  by  some  forms 
of  pnblic  traneportAtion.  We  do  not  suggest  that  the  Insurance  business  has  not 
had  difficulties.  From  an  availability  standpoint,  a  fi  to  10  percent  return  on  net 
worth  Is  not  sufficient  to  permit  needed  growth  in  net  worth  which  Is  necessary 
to  sustain  growth  In  premium  volume  and  the  insurance  needs  of  Amwican  cixi- 
sumers.  Profitability  results  are  notably  improviiig  and,  as  regulatcwai  we  intend 
to  see  that  surpluses  and  reserves  are  brought  up  to  levels  that  will  strengthen 
financial  condition  and  Improve  availability.  However,  the  conclusion  that  the 
property-casualty  business  remains  "deeply  troubled"  Is  at  least  overstated.  Fur- 
thermore, and  more  Importantly  for  your  consideration  of  8. 1710,  the  alleged  1a(± 
of  adequate  regulation  for  solvency  and  the  suggested  possibility  of  an  Insolvency 
disaster  are  patently  false. 
S.  BeovlatUm  for  totvenoy 

In  a  free  market,  competitive  envlronmeat,  it  mnst  be  expected  that  In^Bdent 
buslnesseB  will  either  do  poorly  or  perhaps  even  fall.  In  the  United  States  each 
year  thousands  of  businesses  fall,  creating  a  loss  of  Jobs  and  othed  adverse  eco- 
nomic effects  on  those  communities  in  which  they  are  located.  However,  the  av»- 
age  consumer  Is  typically  affected  little  by  such  failures  and,  overall,  this  pui^ing 
eflCect  may  be  beneQdal  to  the  economy. 

In  some  Industries,  the  impact  of  an  insolvency  may  tie  more  troublesome  than 
the  usual  business  faUore.  Dealing  in  the  business  of  providing  economic  se- 
cuTity.  the  insurance  business  has  long  been  held  to  be  affected  wltli  a  spe- 
cial public  Interest^  Insurers  are  therefore  shielded  to  some  extent  from 
the  full  force  of  competition  by  way  of  capital  and  snrplns,  and  other  financial 
requirements  aimed  at  assuring  the  performance  of  insurance  obllgatloos. 

The  public  rightly  regards  the  Insurance  business  as  a  means  to  provide  eco- 
nomic security  up(m  the  occurrence  of  the  Insured  event,  obviously  requiring 
financially  sound  Insurance  companies.  Nevertheless,  Insurance  companies  are 
poolers  of  risk.  They  use  the  law  of  large  uumbers  to  spread  losses,  and  while 
they  can  reduce  the  chance  of  failure  by  pooling  risks  in  anfflclentiy  large  num- 
bera,  they  can  never  completely  eliminate  it. 

Maintenance  of  the  financial  Integrity  of  Insurers  and  a  method  of  assuring 
performance  of  insurers'  obligations  in  the  event  of  tbeir  insolvency  are  crlttcal 
elsnents  of  the  public's  interest  in  effective  regulation  and  op^stlon  of  the  Insar- 

•  Otrawi  AtUauM  0».  T.  Impl*  3U  D.B.  n»  IWlth 
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"[SlolToiCT  requires  (a)  that  premlumB  are  saffldent  to  meet 
expected  claims  and  expenses  and  (b)  that  assets  are  adequate  to  meet  known 
UaUllties,  wltb  an  appn^rlate  safety  margin.  Temporarllr,  large  assets  ma;  bal- 
fnce  oat  Inadequate  prMnliuns,  bnt  long  mn  Bolrenc7  reqnlies  both  adequate 
premiums  and  a  contlngMicr  reserve  or  surplus  to  meet  unexpected  fluctuations."  * 

PiotectloD  ot  tbe  insurance  consuming  public  against  Insolvency  Is  a  primary 
concern  and  responsibilltf  of  tlie  state  Insurance  r^ulator. 

The  means  used  to  meet  these  objecdves  have  been  developed  tbroogb  years  of 
experioice  and  are  continuing  to  evolve  and  become  more  Boi>hiBtlcated.  Primary 
among  the  insurance  regulators  tools  to  assure  solvency  are  capital  and  surplus, 
praniom  to  suipius  requirements,  investment  Teetrictlons,  filing  requirements  for 
a  broad  scope  of  flnanclal  data,  periodic  examinations,  conservative  statutory 
■ccountiiig  metltods,  asset  valuation,  reserve  requirements,  earl;  warning  tests, 
and  rate  re^nlattou.  A  brief  summary  of  some  of  these  requirements  and  regn- 
latoiT  technique  Is  instructive. 

(a)  Cofitai  and  Burfltu 

TlM  purpose  <rf  requiring  subatandal  initial  capital  and  surplus  Is  to  provide  an 
initial  basis  for  flnanclal  viability  so  as  to  protect  policyholders  If  capital  is 
impaired,  tbe  insurer  Is  not  allowed  to  continue  operating.  Faid-ln  surplus  pro- 
vides a  working  fund  to  pa;  eipenses  during  the  Initial  phase  of  activity  of  an 
insurer  and  to  provide  a  cushion  for  unforeseen  losses  and  expenses. 

(b)  SAW  Annual  Statementi 

One  of  the  most  useful  tools  for  monitoring  company  solvency  Is  through  the 
data  iwoTlded  on  the  uniform  NAIC  blank  required  by  law  and  prescribed  for  all 
major  segneDts  of  tbe  industry.  From  this  data  submitted  to  the  state  authorldcs, 
the  NAIG  has  implemented  an  early  warning  system  to  belp  state  personnel 
promptly  Identify  companies  requiring  close  surveillance  and  determine  the  form 
such  survdllance  abonld  take.  In  addition  to  tbe  annual  statement,  many  states 
require  quarterly  or  semi-annual  statements  from  companies  believed  to  be  ex- 
periencing financial  difficulties, 
(o)   Vaitiation  Proceinret 

Influenced  by  experience  during  tbe  depression  years  and  receptly  rrinforced 
by  the  1974  stock  market  decline,  the  NAIC  has  maintained  procedures  to  "sta- 
bilize" the  insurer's  flnanclal  statement.  Stocks  and  bonds  beld  by  Insurers  are 
valued  In  each  company's  annual  statement  according  to  rules  established  by  the 
Valuation  of  Securities  Subcommittee  of  tbe  NAIC.  Hlgb  quality  iMUids  are  car- 
ried at  amorUzed  values  rather  than  market  reflecting  the  long  term  nature  of 
insurance  obligations. 

Lower  quality  bonds  and  equities  are  carried  at  market  values.  However,  the 
NAIG  has,  lu  i>eriods  of  economic  emergency  such  as  tbe  depression,  used  Its 
valuation  procedures  to  assure  tbe  continued  solvency  of  Inaurers  by  authorizing 
the  use  of  valuaUous  at  certain  speclfled  dates  other  than  current  market  value. 
Without  Hueh  stabilization  procedures,  excessive  drain  on  company  surpluses 
could  have  resulted  from  tbe  temporarily  depressed  current  market  values.  As 
long  as  insurance  obligations  can  be  met,  wide  transistor;  stock  and  bond  market 
fluctuadons  should  not  per  set  force  liquidation  of  securities  at  Inopportune 
dmes.  It  might  be  noted  In  this  context,  tbat  at  the  time  during  the  great  depres- 
sion when  banks  were  folding  right  and  left  and  President  Roosevelt  was  com- 
pelled to  close  the  banks,  the  insurance  Industry  was  able  to  continue  to  funcUon 
because  of  appropriate  adjustments  In  tbe  valuation  rules  by  the  NAIC. 
(d)   Monitoring  CompetiUon 

Despite  the  general  rule  tbat  Insurers  may  use  amortized  values  for  high  qual- 
ity bonds,  It  Is  possible  tbat  in  times  of  distress  some  Insurers  may  be  forced  to 
liquidate  such  securlUes,  resulting  in  heavy  losses.  For  this  reason,  tbe  NAIC 
has  recently  moved  to  enhance  the  regulatory  monitoring  of  liquidity  by  adding 
to  the  financial  repordng  requirements  a  schedule  of  bond  maturities  and  a  casb 
flow  statement  It  is  expected  that  these  added  disclosure  requirements  wlA 
materially  assist  the  regulator  In  assuring  tbat  insurance  companies  maintain  a 
proper,  balanced  mix  of  short,  Intermediate,  and  long  term  bonds,  thereby 
enabling  the  Insurance  Industry  to  better  withstand  the  presaurea  of  various 
economic  climates. 
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(e>  Barlv  Warning  System 

Tbe  NAIO  early  warning  Byotem  bas  been  in  operation  for  six  rears  and  bas 
proved  elTectlve  in  flagging  companiee  in  financial  difficulty.  Tble  syatem  Inrolves 
running  a  series  of  computerized  financial  teste  on  eacb  company.  Furtber  efforts 
to  improve  the  early  wuming  system  and  promote  Its  widespread,  effective  nae 
are  continuing.  Regulatory  Bcrutln;  and  tbe  need  for  early  ezamiiiatloiia  are 
suggested  b7  tbe  early  wamiog  astern  for  particular  tiuinrers. 
(/)  BxaminaHont 

Every  Insurance  company  Is  subject  to  periodic  examinations  by  tbe  state 
insurance  regolator.  Ilie  ultimate  purpose  of  surveillance  is  to  protect  againat 
insolvencies  and  ensure  fair  treatment  of  pollcybolders  and  claimants.  Bxamina- 
tions,  either  separately  or  In  combination  wltb  otber  states,  review  both  financial 
condition  and  market  conduct.  In  1976,  the  NAIC  ad<vted  a  new  modemlaed 
comprehensive  handbook  for  examiners.  This  regulatory  tool  is  subject  to  con- 
tinuing review  and  improvement  by  a  subcommittee  of  tbe  NAIC.  Major  attri- 
tion is  now  being  focused  upon  improved  training,  upgrading  and  retaining 
competent  examination  personnel.  Tbe  NAIC  has  adopted  tbe  concept  of  pro- 
viding educational  training  for  examiners  and  la  currently  w(»klng  on  tbe  devel- 
opment, organisation,  and  content  of  the  program.  Through  these  activities,  the 
examination  system  bas  been  undergoing  a  contlnnlng  review  and  strengthenltig 
process. 
(p)  Betervet 

Reserve  requirements  are  established  by  statutory  state  valuation  standards 
for  life  insurers  and  by  formula  or  percentage  requirements  for  property-casualty 
companies  by  way  of  schedules  in  tbe  annual  statement  blank.  Tbe  NAIC  c<m- 
-^tautly  reviews  these  standards  and  schedules  and  updates  tbem  periodically  to 
keep  pace  with  current  conditions, 
(ft)  Invegtmettt  reguiremonta 

Tbe  states,  of  course,  control  insurance  company  investments  by  statutory 
standards  aimed  at  better  assuring  diversity,  safety  and  liquidity  and  tbe  ability 
of  Insurers  to  pay  claims  when  due. 

In  contrast  to  specific  statutory  or  r^nlatory  detail  Involved  In  state  regula- 
tion for  these  solvency  tools,  S,  1710  presents  a  bare  bone  skeleton  of  alternative 
federal  insurance  regulatory  authorlly  that  may  be  adequate,  overbearing,  weak, 
and/or  unworkable.  Unfortunately,  we  are  left  to  guess  at  tbe  details. 

Gairital  and  surplus  as  well  as  reserve  requirements  are  left  to  tbe  Federal 
Commission  to  prescribe  by  regulation  (sees.  202,  203  and  107).  Examination  and 
reporting  requirements  are  similarly  left  to  tbe  commission  to  fill  in.  Bate  regu- 
lation would  be  eliminated  except  for  the  judicial  Intervention  of  the  antitrust 
division  or  the  FTC.  In  short,  8.  1710  suggests  that  the  bulk  of  existing  solvency 
controls  be  transferred  to  the  discretion  of  a  super  powerful  central  regulatory 
bureaucracy  that  doesnt  even  currently  exist. 

In  other  words,  S.  1710  Is  being  sold  as  an  alternative  to  state  regulatliHi,  which 
is  alleged  to  be  Inadequate,  bnt  tbe  alternative  anmrently  remains  some  kind  of 
secret  locked  within  the  Imagination  of  a  nonexistent  federal  bureaucracy.  Wa 
scarcely  view  S.  1710  as  a  responsible  alternative  to  existing  solvency  controls  In 
the  statea  In  this  light.  S.  1710  can't  even  be  intelUgently  discussed  on  tbe  mer- 
its. But  we  can  say,  as  demonstrated  by  this  brief  summary  of  state  financial 
requirements  and  techniques,  that  state  Insurance  regulation  comprebenaively 
and  effectively  addresses  tbe  problem  of  Insurance  Industry  solidity  leaving  no 
regulatory  vacuum  for  federal  redress. 
i.  Ouarantv  /ttnd  proteetiott 

Although  Insurance  companies  and  the  insurance  regulators  can  minimlK  the 
risk  of  Insolvency,  tbe  riek  can  never  be  entirely  eliminated  in  the  absence  of 
regulatory  burdens  so  onerous  that  the  Insorance  mechanism  could  neither  d(- 
ciently  nor  effectively  function.  It  is  very  doabtfnl  that  a  regulatory  system 
which  guarantees  tbe  continued  solvency  of  every  Insurance  company  would 
coatrlbute  much  other  than  higher  tax  or  imlicy  costs  to  the  Insurance  consuninK 
public.  However,  once  an  insurer  reaches  a  point  of  severe  financial  difficulty  due 
to  adverse  risk  experience,  bad  management  or  other  causes,  it  is  essential  that 
the  Insurance  regulator  have  adequate  authority  to  minimise  the  adverse  c<mae- 
qaences  to  tbe  insurance  coDSomlng  public.  Gonseqaraitly,  in  addition  to  reculat- 
Ing  for  solvency,  tbe  states  are  highly  active  In  tiHtiIihUItij  the  adverse  Impact  itf 
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InaolTendes  when  tbe;  do  occnr.  Beceut  rears  bave  witneaaed  great  strides  la 
thig  ares  of  mhaaciug  public  protection  tbrongh  the  dereltpm^it  of  gnarantr 
fond  I«glslatloii. 

A  major  piemlBe  of  Senator  Brooke's  proposal,  H.  1710,  is  apparentlr  the 
perceived  weakness  of  state  Insolvencr  proceedings  and  guaranty  fnnds.  It  U 
onr  InteatioB  to  correct  tills  perception  and  highlight  the  firm  resolve  of  the  states 
to  coUectirel;  address  remaining  Interstate  insolvency  problems.  Dpon  intro- 
duction of  S.ITIO,  Senator  Brooke  noted  that  "obligations  of  Insurance  compa- 
nies are  protected  by  a  syatem  of  state  insurance  guaranty  funds,"  but  he 
concluded  that  "most  observers  question  their  ability"  *  to  deliver  the  needed 
protections  in  the  event  of  a  major  insolvency.  We  strongly  disagree  with  tblB 
condoalon. 

Since  the  late  1960's,  the  vast  majority  of  states  have  moved  to  implemeit 
goaranty  funds  that,  in  effect,  provide  an  Insurance  back  up  system  for  the 
benefit  of  consumers.  Today,  all  but  two  states  have  guaranty  fund  lavni  for 
the  ivoperty-caBualty  insurance  business.  At  least  22  states  have  guaranty 
funds  for  the  far  less  troublesome  life  and  health  Insurance  lines."  Several 
factors — sitch  as  the  long  term  nature  of  life  contracts,  predictable  mortality 
risks,  reinaurance  and  statutory  reserves— minimize  solvency  problems  in  the 
life  insurance  bnslnesa.  Nevertheless,  the  NAIC  has  pushed  tor  llXe  and  healtb 
guaranty  fund  laws  for  several  years  and  adopted  a  model  bill  for  this  purpoees 
in  1970.  As  noted  earlier,  the  flnancial  condition  of  tbe  Industry  is  adequate 
to  bear  the  weight  of  insolvencies  of  the  type  that  have  occurred  in  recent  years. 
During  the  period  1&71-1876,  property-caBualty  insurers  had  net  operating  In- 
come of  more  than  ^12  billion,  while  insolvency  assessments  through  the  guar- 
anty funds  for  insurers  becoming  insolvent  over  a  somewhat  longer  period 
(November  196&-December  1078)  were  approximately  {121  million,  or  roughly 
one  percent  of  net  Income.  Belated  to  premiums,  the  industry  had  aggr^ate 
earned  premiums  of  $265.6  billion  during  the  period  and  the  Insolvency  assess- 
ments represent  .06  of  X%  at  premiums.  The  fact  that  the  state  guaranty  funds 
are  financially  viable  Is  evident. 

Nevertheless,  we  recognise  that  tbe  state  system  has  not  yet  reached  perfec- 
tion. As  part  of  current  state  efforts,  tbe  NAIC  is  moving  toward  a  modernised 
model  rehabilitation  and  liquidation  taw.  It  Is  expected  that  this  model  law 
will  be  finalized  by  December  1977.  Tbe  model  utilizes  a  three  tiered  approach  to 
insurer  flnancial  problems.  The  first  tier  is  supervision,  which  contemplates 
limited  loBnrance  department  actions  and  the  appointment  of  a  supervisor  when 
the  state  insurance  department  believes  that  an  insurer's  dlfflculties  are  readily 
correctable.  Due  process  is  assured  to  the  insurer,  and  the  state  has  access  to 
the  courts  for  necessary  enforcement  procedures.  The  second  tier  provides 
rehabilitation  procedures  In  several  situations  including  financial  impairment  of 
the  insurer.  Judicial  action  Is  necessary  for  rehabilitation.  Finally,  the  model 
law  provides  for  liquidation  with  judicial  action  again  necessary.  The  model 
provides  a  definition  of  Insolvency  and  provides  the  grounds  under  which  the 
commlBsiouer  may  petition  for  liquidation  or  rehabilitation.  Adjudication  of 
the  financial  condition  of  course  guarantees  due  process  to  the  insurer.  The 
drafting  task  force  of  the  NAIC  has  paid  particular  attention  to  assuring  smooth 
interaction  between  the  rehabilitator  or  liquidator  and  tbe  various  state 
guaranty  funds. 

The  already  existing  property-casualty  guaranty  fund  system  is  patterned 
after  model  legislation  adopted  by  the  NAIC  in  1969.  Under  this  legislation,  the 
states  require  assessments  against  all  admitted  Insurers  writing  the  types  of 
coverage  written  by  tbe  insolvent  insurer  based  on  a  uniform  percentage  of  net 
premium  writings.  Typically,  the  fund  is  administered  through  a  statutorily 
created  guaranty  fund  association  of  insurance  companies  under  tbe  direct 
supervision  of  the  state  insurance  department.  These  funds  guarantee  the  repay- 
ment of  unearned  premiums  and  payment  of  claims  subject  to  deductibles  and 
recovery  limltfl.  The  NAIC  model  post  assessment  guaranty  fund  law  provides  a 
guaranty  fund  deductihle  of  Sl(>9  and  a  S300.000  maximum  recovery.  These 
limitations  provide  substantial  flnancial  protection  yet  minimize  the  costs  of 
provldiiv  the  guarantees  which,  of  course,  are  paid  for  by  policyholders  in  any 
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'Significant  revlslona  to  these  ^arantj  fnnd  laws  hare  been  made  by  a  number 
of  states  In  order  to  aesure  "early  acce«a"  and  "priority."  In  order  to  cnt  down 
on  the  asBesBmenta  needed  by  the  piaranty  funda.  at  least  18  states  now  have 
"early  access"  provisions  allowing  the  guaranty  fnnd  Inunedlate  access  to  any 
assets  still  held  by  the  Insolvent  insorer  for  the  pnrpose  of  paying  claims  aBsnmed 
by  the  guaranty  fund.  In  other  words,  upon  an  Insolvency,  assets  of  the  defanct 
Insurer  can  be  used  immediately  to  pay  claims.  When  an  insolvency  occurs,  only 
the  deficit  need  be  assessed  to  carriers  participating  In  the  guaranty  fnnd.  'Rilj 
substantially  reduces  the  aaeessments  and  burden  of  the  guaranty  fnnd  system. 
Without  this  proclslon,  assets  of  the  Insolvent  insurer  are  held  In  abeyance  pend- 
ing liquidation.  "Early  access"  is  provided  by  the  new  draft  model  llqnldtitlMi 
law  and  la  also  expected  to  be  acknowledged  in  an  amendment  to  the  moM 
NAIO  guaranty  fnnd  law.  A  number  of  knowledgeable  exi>erts  have  soggested 
that  early  access  will  improve  the  guaranty  fund  to  the  point  where  even  Jnmbo 
or  numerous  canaller  company  Insolvencies  can  be  handled  by  the  existing  syateoi 
without  serious  strain. 

Another  significant  revision  Is  the  aasurance  of  priority  for  guaran^  fnnd 
claims  In  the  Insolvaicy  or  liquidation  proceedings.  Hie  guaranty  funds  In  this 
sense  represent  the  consumer — claimants  and  ptrilcyholders — who  Bhould  be  eo' 
titled  to  priority  over  other  general  creditors.  At  least  16  states  have  alresdy 
added  such  priority  provialoos  to  their  guaranty  funds  laws,  and  this  change  la 
soon  expected  to  be  Incorporated  into  the  NAIC  model  bill. 

Beyond  these  current  changes  to  the  existing  guaranty  fund  system,  the 
NAIO  also  has  under  review  other  suggestions  which  may  or  may  not  lmi»Tive 
the  method  of  gnaranty  fund  operations  such  as  a  shift  to  a  preassessment  basis 
In  which  insurers  would  be  required  to  set  aside  a  specially  eannarked  guaranty 
fnnd  reserve  account.  Improved  mechanisms  for  rescue  of  troubled  companies  In 
apprt^rlate  situations,  eto. 

at  is  clear  tiiat  the  states  are  ctrntinulog  to  Improve  and  are  prepared,  where 
determined  appropriate,  to  revise  the  procedures  and  mechanisms  used  to  pro- 
vide public  protections  In  the  event  of  insolvencies.  State  guaranty  funds  bare 
already  added  an  Important  dimension  to  the  protection  of  financial  security 
through  insurance.  Guaranty  funds  are  in  place  and  th^  work.  Alternative 
measures  and  Improvements  are  now  being  considered  or  Implemented  and  this 
record  of  progress  will  continue.  Historically  aa  the  Insurance  budness  has 
evolved,  tlie  states  have  responded  wltti  progressive  regulatory  development.  This 
entire  area  of  Insolvency  protections  Is  no  exertion, 

OMulng  on  the  heels  of  responsible  state  action  in  the  1970's  In  establiahlng 
the  guaranty  system,  we  view  8. 1710  as  an  nnnecessarily  dnidlcatlTe  suggestion 
that  -would  not  operate  In  the  public's  best  interest.  State  reforms  are  soundly 
based  on  resl  world  experience  gained  from  our  day  to  day  routine  of  regulating 
the  Insurance  business.  We  respectfully  suggest  that  tlie  federal  government's  In- 
terest In  regulating  the  Insurance  business  be  set  aside  until  such  time  as  It  Is 
demonstrated  that  ttie  states  have  not  and  cannot  provide  responsible  regula- 
tion and  public  protections.  Most  agree  that  lft74-l»75  was  one  of  the  most  dlfll- 
cult  financial  periods  In  recent  history  for  Insurers.  The  state  Insolvency  system 
has  proved  Its  viability  during  this  period  despite  speculative  clafms  that  it  Is 
now  and  has  been  unable  to  function  adequately.  We  make  no  apologies  and  feri 
no  embarasament  In  standing  before  you  oo  our  existing  record  of  regulation 
for  solvency  and  providing  Insolvency  protections. 

}  THB  BAItK 

Although  federally  chartered  corporations  are  not  unknown  In  the  U.S. — ex 
lianks— the  addition  of  a  new  major  industry  to  such  federal  regulatory  control 
should  be  skepUcally  scruUnised.  In  his  Introductory  remarks  to  8.  1710,  Sena- 
tor Brooke  stated  that  the  bill— 

"Would  seek  to  Improve  the  quality  of  Insurance  company  regulation  by 

providing  for  an  alternative  system  of  federal  regulation  similar  to  the 

'federal  regulatory  alternative  presently  available  to  banks  and  savings  and 

loan  associations."  " 

Although  onr  response  to  the  quality  of  regulation  point  will  be  detailed  later, 

I  would  like  to  comment  now  on  the  analogy  drawn  with  the  banking  system.  We 

u  1S8  OoiiETMdoBti  BMOr«  B100». 
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wniAatlcaUy  dlaagree  with  the  analogy  insarance  to  banking  and  with  the  aug- 
gesUoD  that  dual  regulation  of  banka  In  any  way  Justlflea  or  even  paraUela  dual 
regulation  ot  insurance.  ,      ,     ^,^ 

The  eitatence  o(  rontinulng  federal  charter  authority  lor  banks  did  not  come 
into  being  untU  1863  after  a  "dlamal  record  of  state-chartered  banks"  in  the 
early  1800's,  poor  and  discontinued  experience  with  the  first  two  banks  of  the 
United  Sutea  (lTOl-1811  and  1816-183S),  and  the  preMures  caoscd  by  the 
Civil  War.  The  Civil  War  evidenced  how  nnsulted  the  preexlsUng  ayatem  was  for 
anandng  of  a  major  war  efTort"  The  operaUon  of  the  banldng  eystem  Is  closely 
entwined  with  the  the  national  power  to  create  currency  and  regulate  its  value. 

Without  auch  demonstrated  and  compelUng  need  for  federal  chartering  and 
regulatory  control,  it  Is  difficult  to  comprehend  persuasive  or  reasonable  motives 
for  moving  toward  federal  regulation  of  another  major  Industry.  It  would  cer- 
tainly be  a  fdgniflcant  blow  to  the  self-renewing  vitality  of  federalism. 

There  is  mention  from  time  to  time  In  some  political  crlcles  of  eatatdishing  a 
national  chartering  system  for  all  industries — presumably  to  farther  centratize 
national  economic  conCroL  Absent  a  showing  of  need,  It  U  this  anti-federalism 
motive  wblcb  seems  to  stand  out  as  a  realdnal  matter  in  8.  1710. 
/.  Perspective  on  batiking  analogy 

It  la  a  superflcially  attractive  notion  that  regulation  by  the  federal  govern- 
ment would  be  more  effective,  less  eipenglve,  less  burdensome,  or  more  uniform. 
On  the  basis  of  experience,  each  of  these  proposlti<His  Is  of  doubtful  validity  and 
they  are  positively  not  self  evident.  As  to  effectiveness  of  solvency  controls,  there 
Is  no  sound  basts  for  proper  analogy  or  comparative  analysis  with  the  banking 
system. 

Any  statistical  comparison  of  solvency  data  between  Insurers  and  banks  or 
savings  and  loan  insUtutlons  Is  empirically  unsound.  Historically,  both  the  fed- 
eral and  state  chartering  authoritfes  for  banking  Institutions  have  conteiiq>lated 
the  conferral  of  some  degree  of  economic  protection  from  competition — primarily 
to  protect  the  security  of  deposits.  "New  entry  Into  commercial  banking  la  re- 
stricted In  order  to  minimize  the  Uhellbood  of  failures."  " 

This  [ddlosophy  plays  little  part  In  Insurance  regulation.  Capital  and  surplus 
requiremeuts  for  Insurers  and  otber  financial  controls  are  intended  primarily  to 
assure  fluanclal  responsibility,  not  preclude  entrance  Into  the  marketplace.  OtMn- 
petition  is  largely  absent  from  the  "deposit"  end  of  banking  with  which  FDIO  is 
concerned,  while  competition  in  the  Insurance  business  is  expected  to  be  vigorous. 

The  regulatory  problems  associated  with  financial  examination  and  solvency 
determinations  are  more  complex  in  tbe  insurance  business  than  in  other  financial 
institutions.  For  example,  specific  liabilities  of  property/casualty  insurers  for 
claims  are  rontluely  determined  through  negotiation  or  court  verdicts,  not  on 
the  basis  of  fixed  dollar  deposits,  controlled  Interest  rates,  and  known  loan  values. 

Moreover,  the  federal  record  has  not  been  demonstrably  better  than  that  of 
statt  Insurance  regulation  in  assuring  the  solvency  of  their  financial  Institu- 
tions— e.g.  banks,  pensions — wbere  the  dual  regulatory  or  predominantly  federal 
systems  Sourish. 
2.  FDIC  parallel 

We  have  no  Intent  to  Impugn  the  FDIC  or  any  related  regulatory  operations 
of  the  federal  banking  system.  We  believe  that  the  record  of  state  Insurance  regu- 
lation for  solvency  is  very  good,  although  not  perfect  Similarly,  the  record  of 
PDIC  lacks  perfection  but  evidences  a  sound  contribution  to  stability  In  the 
banking  buslneas  and  maintaining  public  confidence. 

Senator  Brooke,  in  proposing  S.  ITIO,  states  that  "tbe  posslbUlty  of  a  major 
[Insurance]  company  failure  prompted  me  to  consider  what  steps  might  be  taken 
to  Insure  protection  for  policyholders  and  to  improve  tbe  (juality  of  regulation 
for  solvency."  "  While  we  entirely  disagree  with  the  Inference  that  an  Insurance 
company  (or  bank)  failure  necessarily  means  poor  regulation,  we  do  note  that 
the  29  bank  failures  in  the  last  two  years  exceed  the  27  failures  Insurance  experi- 
enced in  the  preceding  Ave  years."  Furthermore,  "the  three  largest  failures  tn 
history  occurred  between  1971  and  1975."  " 


u  Brown.  "Tbe  Dual  Banklni  SyBt«m  In  tbe  Ualled  Blatm."  pp.  8-ia. 
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CommenUag  on  the  exp^ence  wltli  recent  bank  ftilam,  the  Comptndler 
General  of  the  United  States  coodndee  that : 

"It  Is  apcnrent  that  the  economy  can  tiderate  the  number  of  failurea  that 
have  occurred  In  rec«nt  years,  [bnt]  we  cannot  determine  at  wtiat  point  an 
Intolerable  sHuation  would  develop.  For  example,  if  tlie  number  «f  ^"fp  imiA. 
failures  were  to  increase,  the  economy  could  be  setloudy  aflected."  " 
Uelng  botb  ^des  of  the  banking  analogy  coin  and  the  styled  arguments  ac&lnat 
state  Insurance  regulation.  It  would  seem  that  the  dramatic  rise  In  tiank  fallnna 
should  suggest  that  some  new  measures  may  be  needed  to  assure  public  protec- 
tion from  a  continued  Increase  In  large  bank  failures. 

Whatever  its  nmtributlon  to  banking  aUMUtf,  the  FDIO  continues  to  be  an 
expensive  regulatory  program.  On  December  31.  idTS  the  Fedwal  Deposit  Inanr- 
ance  Coiporatlffli  held  an  accumulated  fund  of  $6.7  binion  doUars,  or  1.18%  (rf  the ' 
insured  deposlta  at  14,714  covered  banks."  Net  income  to  the  fund  was  |082  aU- 
UOQ  la  1975,"  while  loss  reserves  established  for  foiled  banks  Insured  t^  FDIC 
over  a  five  year  period  (January  1971  to  June  80,  1B76>  total  |201  milUoo.**  In 
the  enUre  history  of  FDIC  since  Its  Inceptton  in  1988,  <ml7  $S27  mlllloa  faare  ben 
paid  as  deposit  insurance  losses  and  expenses.*^  MeanwbUe,  the  cost  of  tedecal 
bank  supervision  by  FDIC  alone  was  $68  million  in  l&TS.  Bank  supervlsico 
by  the  Federal  Beserve  and  the  Office  of  the  CMnptroller  of  the  cnnency  add  aur 
oOk^  $81  mllUoQ  in  IffTS."  Th»Be  sums  notably  do  not  ludode  any  detailed  woA 
on  settling  insuiance  claims  in  ltqnidatl«i  as  apparently  MUtemplated  in  8. 1710. 
An  analy^  of  the  costs  and  benefits  of  federal  insnrasce  r^nlaUon  rtMndd  cer- 
tainly i>receed  any  aSlrmatlTe  action  on  S.  1710. 

We  do  not  suggest  that  the  cost  of  operating  FDIO  Is  nnreasottable  or  tlMt 
the  accumulated  funds  are  unneceeaary.  We  do  sugKest  that  the  cost  of  operating 
FDIC  can  be  expected  to  have  a  parallel  In  operating  the  Fed^al  Insurance 
Commission  and  its  Quaranty  Fund  In  S.  1710  notwithstanding  the  fact  that 
the  states  have  acted  responsibly  In  establishing  methods  to  minimise  the  fre- 
quency of  and  to  deal  with  Insurance  company  imolvencies.  State  Insurance 
guaranty  funds  are  cfmtinuing  to  evolve,  rendering  the  proposed  new  layer  of 
federal  guaranty  Involvement  at  best  superflons. 

FDIO  Is  foUlUng  a  valuable  function  for  the  benefit  of  the  public.  The  espense 
of  Its  proposed  counterpart  for  insQrance  regulation,  however,  would  be  extremely 
difficult  to  Justify  because  It  would  be  overlaid  on  an  existing  state  system.  If  an 
existing  state  system  of  bank  deposit  Insurance  were  operating  adeqnat^,  we 
suggest  that  the  encroachment  tod  expense  of  such  additional  federal  protectlcm 
would  be  entlr^  unJusUfled  and  contrary  to  the  public  Interest,  fl.  ITIO  is  for 
such  reasons  unnecessary  and  undesirable. 


S.  1710  proposes  to  remove  state  insurance  rate  regulatory  authority  and,  in 
lien  of  rate  controls,  apply  the  federal  antitrnat  laws  to  federally  chartered 
Insurers.  However,  application  of  the  antitrust  laws  to  federally  chartered 
Insurers  pursuant  to  Sec.  204  of  S.  1710  will  not  significantly  Improve  competltlMi 
In  the  Insurance  industry.  A  major  part  of  the  Iminrance  marketplace  la  the  sale 
of  life  and  healtli  Insurance.  Rates  for  these  lines.  In  9ome  situations,  are  not 
regulated  by  the  states.  With  respect  to  pn^>erty  and  liability  Insurers,  recent 
years  have  witnessed  a  trend  toward  open  competition  rating  laws  wWch  now 
exist  In  about  one  third  of  the  states.  Many  prior  approval  states  are  adminis- 
tered like  open  competition  laws  even  in  personal  coverage  lines  like  auto  and 
homeowner  Insurance.  Furthermore,  the  structure  of  the  property  and  liability 
industry  is  inherently  compMHIve  In  terms  at  concentration,  number  of  companies, 
ease  of  entry  and  eilt,  etc. 

Despite  the  existence  of  rating  bureaus.  Insurance  regulation  Is  conducive  to 
competition,  in  that  both  prior  approval  and  open  competition  laws  encourage 
competitive  devices  such  as  dividends  by  mutual  companies,  deviations  frMn 
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bnrwn  ratea.  Independent  filings  mud  prodiict  InnovatloiiB.  Tbe  combination  of 
the  DoiMrtiDeiit  of  Jtutlce,  and  tbe  sanctlMilnK  ot  compedUon  tedinlqnes  07 
the  ratine  limhu  led  to  nconNucompetltim.  ^      ^  ,      »v 

Competition  for  eommerrial  bnsine«,  which  comprisw  approjdmatjly  60 
penxat  of  the  property  and  UablUt;  buslnew  Ijs  particularly  IntenBe.  The  JnMlce 
Department  readily  admits  that  "InanterB  are  gwierally  free  to  Bet  their  own 
prices  ....""  on  commercial  risks.  Combining  this  commercial  busineBs  with 
exiting  op«i  competition  laws,  as  well  as  existing  regulation  of  prior  approval 
laws  in  tbe  style  of  t^ien  competition,  leads  inevitably  to  tbe  conclusion  that 
tbe  antitmat  laws— even  theoretically — could  competitively  InSumce  <mly  a  snudl 
segment  Ot  the  Insarance  marlcetH — e.g.  workmen's  compensation,  some  residual 
markets  and  state  made  rates.  Moreover,  Sec.  204  of  S.  1710  leaves  rate  regulation 
of  reeidoni  maricets  to  existing  state  law. 

"Hie  insurance  buatness  underwriting  performance  and  Qie  comparatively 
nonexoeaslve  profit  performance  indicates  that  competition  Is  working.  Economic 
analysis  liaa  Indicated  the  existence  of  wldes{Mead  competition.  Consequently,  the 
ronclaslon  seema  quite  dear  tint  the  appllcatloD  of  the  federal  antitrust  laws 
to  tbe  property  and  liability  insurance  industry,  through  the  mactmmt  ot 
8.  1710,  wonid  liave  minimal  Impact  on  enhancing  competition  In  the  insnrance 
indostry  and.  in  addition  (as  wiU  t>e  noted  below),  may  have  unfortunate  adverse 
ronaeqaeuces  for  tbe  Insurance  consuming  public. 

III.  AnvEBBE  Impact  of  3.  1710  on  the  Iksubarce  Cokbumino  Public 

Our  comments  have  so  far  focused  upon  the  absence  of  any  demonstrated  need 
for  S.  1710  in  light  of  Its  avowed,  but  faulty  premises.  There  la  no  vacuum  to 
be  filled  by  federal  Insolveucy  regulation  and  the  application  of  the  antitrust  laws 
would  have  at  best  minimal  impact  on  Increasing  competition.  In  addition  to  the 
absence  of  need,  however,  S.  1710  shonld  be  rejected  because  of  the  adverse 
consequences  wblcb  it  poses  for  the  insurance  consuming  public.  Some  of  the 
adverse  consequences  that  would  flow  from  S.  1710  are  highlighted  below. 

or  THE   FEDERAL    ANTTrBUBT    LAWS    WOULD   ADVEBSELT    AFFECT   THE 


1.  The  stales  are  better  able  to  foster  competition 

Preaumably,  the  recommendation  to  oust  state  rate  regutatioo  and  apply  the 
federal  antitrust  laws  In  lieu  thereof  is  premised  on  the  belief  that  adequate 
competition  can  only  be  stimulated  under  the  federal  antitrust  laws.  This 
asiumption  not  only  falls  to  perceive  tbe  existing  and  extenaive  competition 
in  the  insurance  business,  but  also  overstates  the  "goodness"  of  "effectiveness" 
of  the  fedcmr  antitrust  laws.  The  antitrust  laws  have  been  the  subject  of  con- 
tinuing criticism  by  economists  and  lawyers  both  as  to  various  defects  in  sab- 
stantlve  standards  and  inelTectlve  enforcement.  This  point  was  recently  re- 
affirmed during  the  1677  American  Bar  AsHoclatlon  meeting  In  Chicago  during 
which  the  ABA'S  Antitrust  Section  considered  the  question,  "Has  Autitrust 
Promised  Too  Much  and  Delivered  Too  Little?"  Thua,  t)efore  even  considering 
substituting  the  federal  antitrust  laws  for  a  major  segment  of  Htate  Insurance 
regulation,  the  defects  of  tbe  antitrust  laws  should  be  carefully  analyze<]. 
(a)  Bubttantive  law 

In  tbia  statement,  space  does  not  permit  a  detailed  analysis  of  the  federal 
antitrust  taws.  Nevertheless,  It  should  be  noted  that,  although  antitrust  Is 
founded  on  the  concept  of  competition  as  a  meanti  to  yield  the  optimum  In  al- 
location of  economic  resources,  the  legal  aspects  of  antitrust  often  diverge  from 
economic  concepts.  The  legal  sod  economic  llterattire  Is  replete  with  evidence 
that  antitrust  concepts,  as  currently  applied,  often  moke  little  economic  sense, 
hare  little  positive  and  perhaps  sometimes  n  negative  Impact  ou  competition, 
and/or  are  not  worthwhile  In  termH  of  time  and  effort  expended. 

Tbe  Department  of  Justice,  under  the  Sherman  Act,  is  constricted  to  function 
within  tbe  ambit  of  court  Imposed  definitions  of  the  lejsal  standards  involving 
monopoly  and  restraint  of  trade.  In  cnntrnst,  state  Insurance  regulators  can 
apply  the  standards  under  the  rating  laws  to  bettor  give  effect  to  a  result  which 
makea  more  economic  sense  without,  for  example,  having  to  And  an  implied 
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considrac;  In  restraint  of  trade.  Tbe  state  open  cnnpetltloii  statatorr  atandud 
for  Insurance  on  eicesslve  rates  is  couched  in  terras  of  "competition"  which  la 
an  economic  concept  unlike  the  more  legaUstlc  standard  in  tbe  Sherman  Act" 
From  the  standpoint  of  the  snbetantlTe  standards,  tbe  state  rating  standards 
possess  a  greater  potential  to  foster  competition  In  the  property  and  llablUty 
business  than  does  the  application  of  the  federal  antitrust  laws. 

Under  the  sure  economic  concept  of  competition,  the  marketplace  Is  the  sole 
regulator  of  prices.  In  sharp  contrast,  both  the  antitrnet  and  the  Insurance 
laws  contain  substantial  goTemment  enforcement  mechanisms.  Without  attempt- 
ing a  long  comparative  review,  we  simply  note  that  the  states  possess  a  wide 
array  of  enforcement  tools  to  Implement  the  open  competition  as  well  as  otiier 
supporting  Insurance  laws.  To  enforce  compliance  with  the  insurance  laws,  a 
wide  variety  of  Cecbniques  have  I>een  employed  including  comprehensive  fi- 
nancial statements,  financial  condition  and  market  conduct  examinations,  dvll 
and  criminal  penalties,  InjunctloiiB,  revocation  of  licenses  to  transact  bnslnew. 
Uqnldatlan  and  rehabilitation  proceedings,  seizure,  variety  of  commiBsioner 
orders  including  cease  and  dealst,  ratemaklng  authority,  etc.  In  addition,  in 
several  of  the  open  competition  rating  law  states,  there  are  requirements  for 
Informational  fllings  of  rates,  rate  examinations  and  relmposltlon  of  prior 
approval  authority  If  adequate  competition  does  not  exist  Some  of  these  ore  not 
found  In  the  antitrust  arsenal  (e.g.  the  power  to  withdraw  the  Insurers  license 
to  do  bn^ness).  On  the  other  hand,  the  states  possess  the  same  type  of  enforce- 
ment tools  available  to  tbe  Department  of  Jostice.* 
(b)  Enforcement  capabiUtiet 

In  addition  to  possesstng  a  ranaller  range  of  sanctions  tban  do  state  Insurance 
regnlatOTs,  the  Department  of  Justice  lacks  certain  ba^c  attributes  wblch 
detract  from  Its  ubILty  to  monitor  and  foster  competition  In  the  insurance  mariiet. 
First,  the  Department  of  Justice  is  a  Judicial  enforcement  agency.  To  luvsecdte 
violations,  It  must  proceed  through  the  courts  with  all  the  difficulties  Inherent 
In  that  process  (somewhat  mitigated  by  the  consent  procedure).  The  standarda 
applied  are  those  Judicially  developed  by  the  courts.  Itie  department  sets  no 
standards  of  Its  own,  promulgates  no  regulations  and  does  not  act  In  an  admlnla- 
trative  capacity.  In  short.  It  Is  not  a  full  regulatory  agency.  Second,  Implicit 
In  the  Judicial  approach.  Is  supervision  on  a  case-by-case  basis.  There  is  a 
general  absence  of  continuous  oversight.  Third,  the  Department  of  Justice's 
Jurisdiction  extends  not  only  nationwide  but  also  across  industry  lines.  Its 
responsibilities  cover  Individuals,  firms,  companies,  industries,  associations  and 
other  persona.  Such  persons  can  be  active  in  an  infinite  variety  of  fields.  Con- 
sequently, Inherent  limlta  exist  as  to  the  amount  of  expertise  which  department 
personnel  can  acquire  concerning  the  operations,  practices,  and  personalities 
of  a  given  industry  such  as  tbe  insurance  business. 

In  contrast  a  state  Insurance  department  is  a  regulatory  agency.  It  is  not 
limited  to  tbe  Judicial  process.  The  insurance  deparijnent  can  hold  bearingg, 
iasue  orderfi  and  promulgate  rules  and  guidelines.  Consequ^itly,  It  cut  reqwnd 
to  developing  situations  more  rapidly  by  establishing  a  clearly  articnlated  policy 
through  its  rulemaking  authority.  Tbe  Insurance  department's  re^KinBlblllty 
is  concentrated  on  Insurance.  As  a  consequence,  knowledge  and  experience 
developed  over  a  period  of  time  better  enable  the  department  personal  to 
monitor  the  conduct  of  persons,  companies  and  associations  active  in  the  insur- 
ance business.  Also,  the  Insurance  department  exercises  continuous  supervision 
over  Insurance  companies  doing  business  in  its  state.  Such  supervision  is  not 
merely  limited  to  rate  matters.  Thus,  the  department  is  In  a  position  to  obtain 
and  maintain  a  broad  overview  of  an  Insurer's  entire  operation.  Because  of  ttie 
broad  scope  of  Its  regulatory  interest  and  powera  and  because  of  Its  continuous 
exercise  of  jurisdiction,  insurance  departments  possess  significant  regulatory 
leverage  which  tbe  Department  of  Justice  lacks.  Furthermore,  the  enforcement 

"yirtDslly  all  rating  itatatee  provide  tbat  rates  ihall  not  be  excessive,  Inadeqnate  or 
nnfalrl;  discrimlnatarr.  Bzeept  In  Open  competition  etateB.  theee  itandarda  geaerallr  lack 
farther  itatutorr  definition.  TTpicallT.  the  open  competition  itatates  provide  thit  no  rate 
shall  be  deemed  eictislve  if  a  reBRonable  dcaree  of  competlElon  eiliti.  The  basic  standard 
of  "pKcesHlTp"  can  he  interpreted  In  the  same  way  under  a  prior  approval  atatDte. 

■■  One  exception  ahould  be  noted,  tt  li  not  common  for  a  atate  to  eeek  b  dlvesUtore,  dU- 
tolntlon  or  diTOreement  of  a  portion  of  a  defendant's  bualnera.  However,  even  in  tbe 
antltraat  Add.  the  court*  bare  not  been  Inclined  to  apply  thla  remedy  (resaltlna  In 
"legal  victories  devoid  of  economic  meaning").  Aseb.  "Bconomic  Tbeory  and  the  ^tl- 
trart  DaeamB"  3B8  (19701. 
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of  an  admlnistnitlT'e  acency  Is  mor«  likely  to  sfaow  a  cooaiatHit  and  ratloml 
pattern  than  Judicial  enforcement  which  dqienda  oa  v«nrta  recoltinc  in  a  mziety 
of  Judgments. 

Unlike  the  Department  of  Justice,  the  FTC  is  a  regulatory  asency  irith  power 
t«  promulgate  regulations,  hold  hearinga  and  issue  ceaae  and  deaist  ordoa.  In 
this  respect.  It  Is  more  Mmilar  to  state  insanuice  departments  than  is  the 
Deimrtment  of  Justice.  However,  unlike  the  insurance  departments,  the  FTC's 
responsibilities  extend  across  a  mnltitnde  of  indoatriea.  Fnrth^^nore:.  FTC 
BCtirity  is  primarily  ou  a  case  by  case  basis  lather  than  the  esercise  of  continuous 
Jurisdiction.  And  finally,  inrolvemeut  of  the  FTC  would  inject  potentially 
different  determinations  by  conflicting  regulatory  agencies. 

In  addition,  the  various  stales,  both  individually  and  throng  the  medianiam 
of  the  NAIC.  have  the  facility  to  establisb  a  comprehensive  statistical  medianism 
to  monitor  competition.  Currently,  the  NAIC  is  in  tbe  process  of  dev«kq4ng  a 
statistical  system  speciflcaliy  designed  to  compile  the  nece^ry  InformatlCMi 
to  apply  the  econMuic  testa  of  workable  cimipetltiOQ.  The  comlilnation  of  the 
NAIC  annual  statement,  upoa  which  much  of  the  statistics  of  the  insurance 
business  Is  based,  and  the  states'  coDtinuous  jurisdiction  over  Insurers  afford 
the  potential  for  monitoring  competition  which  does  not  exist,  to  our  knowledce, 
witb  respect  to  any  other  industry. 

Finally.  Congresaional  criticism  of  the  antitrust  enforc^nent  effort  must 
be  noted.  The  Senate  Committees  on  the  Judiciary  and  Cmumerce  has  referred 
to  "the  inetlectiveness  of  our  antitrust  enforcement  effort," "  ■■severe  staffing 
shortage  of  experienced  antitrust  litigators." "  "meager"  pesources,"  etc.  The 
Joint  report  went  on  to  state  that  "[t]he  present  economic  conditions  are  to 
some  extent  the  result  of  inadequate  enforcement  of  the  antitrust  laws."* 
Furthermore,  the  then  proposed  Antitmst  Enforcement  Authorisition  Act  of  19T5 
IS.  1136)  soaiEfat  to  establish  a  proeram  of  assiatance  and  firants  to  states  to 
Improve  their  antitrust  enforcement  oapahitities  on  tbe  basis  that  "the  States 
represent  an  untapped  source  of  substantial  potmtial  in  the  antimat  aiea."" 

Subsequently.  Congress  enacted  the  parens  patriae  provision  which  permits 
state  attorney  generals  to  recover  monetary  damages  on  behalf  of  state  resi- 
dents injured  by  violations  of  the  federal  autitrost  laws."  It  seems  quite  auomo- 
louH  to  vest  federal  Jurisdiction  over  another  major  induRtry  when  at  the  same 
time  federal  agencies  enforring  antitrust  laws  are  .subject  to  )«rious  critidsm 
as  to  their  enforcement  eftectiveness  in  the  areas  over  which  they  currently  have 
Jurisdiction.  It  seems  further  anomolous  to  attempt  to  tape  .itate  antitmst  po- 
tential In  general  and  at  the  same  time  attempt  to  withdraw  from  state  Insur- 
Hiice  regulators,  who  increasingly  utilize  com|ietitinn  a.i  n  regulatory  tool,  their 
authorit.v  to  regulate. 

2.  The  po/rtilial  Umilatiott  of  tvbglantial  amounli  of  joint  itcliriln  Ihmugh  Ikr 
general  application  of  attlitruit  i»  ine<in»ii>lent  with  manjf  needg  of  insitr- 
atuv  buf/crg 

S?everal  aspects  of  insurant*  involving  Intimate  and  necessary  cooperative 
activities  do  not  lend  themselvea  to  treatment  under  the  federal  antitrust  taws. 
In  general,  these  fall  into  one  of  four  areas  in)  pooling  of  statistics,  (b)  in- 
surance pools,  (c)  residual  markets  and  (d)  guaranty  funds.  S.  1710,  in  essence, 
leaves  residual  markets  with  the  states  and  creates  a  opb"  federal  macbinei;  to 
take  care  of  guaranty  funds  which.  In  turn,  poses  other  substantial  problems  dis- 
cussed later.  Pooling  of  statistics  and  insurance  pools  ate  briefly  <llseu8sed  l>elow. 
(a)  Fooling  of  ilalUlict 

The  treatment  of  risk  by  insurance  requires  the  nntidpatiim  of  loss  by  pt^ 
diction.  The  dwfvee  of  accuracy  in  prediction  depends  upon  the  stability  accruing 
from  dealing  with  a  large  nnmher  of  homogeneous  units  of  exposure,  e.g.  auto- 
mobiles, houses.  Without  the  operation  of  the  law  of  large  numbers,  predictions 
are  very  apt  to  go  awry.  Consequently,  the  ratemaking  process  depends  to  a 
large  extent  on  the  accumulation  of  a  large  pool  of  statistics.  Of  course,  some 
Ui^  insurers  (at  least  with  respect  to  some  liuesl  develop  a  KuflScient  body  of 
data  from  their  own  experience  to  lessen  or  eliminate  their  reliance  on  the  pool 
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of  Information  developed  by  othen.  Many  iasurerB,  boweyer,  are  not  as  well 
situated.  Thue,  pooling  Information  is  esaeotlal  to  the  continued  snrvlval  of  many 
of  the  smaller  and  medium  size  companies.  Two  coodlUona  of  effective  compe- 
tition are  {1)  the  existence  of  numerous  competing  sellers  and  (2)  ease  of  entry 
Into  the  market  The  availability  of  pooled  information  contributes  to  both.  If 
the  federal  antitrust  laws  were  applied,  insurers'  continued  ability  to  pool  In- 
formation would  be  thrown  Into  doubt  (e.g.  the  Container  case).*  This  would 
not  seem  to  contribute  to  a  workably  competitive  market. 
( b)  InmroHce  pools 

The  term  "pool"  refers  to  an  association  of  Insurers  who  share  premiums 
dnd  losses  among  the  members  concerning  one  or  more  specified  Insurance  cov- 
erages. Such  pools  may  assume  different  forms.  Pooling  may  be  effected  through 
merely  bookkeeping  procedures  which  allocate  premiums  and  losses  to  members 
In  agreed  upon  proportions  or  more  extensive  operations  that  underwrite,  Issae 
policies,  Investigate  claims  and,  in  general  function  like  an  Individual  insurer. 

The  formation  of  pools  serves  anyone  of  several  essential  purposes ; 

(1)  To  afford  a  market  for  inanreds  seeking  extra  ordinarily  lai^e  amounts 
rf  insurance  to  be  provided  In  a  single  policy.  Member  companies  may  be  un- 
willing or  unabel  to  provide  such  coverage  Individually ; 

(2)  To  afford  a  market  for  classes  of  insureds  whose  operations  are  such  as 
to  require  special  service  facilities  not  ordinarily  furnished  by  many  Individual 
insurers ; 

(3)  To  afford  a  market  for  insureds  whose  operations  present  an  exceptionally 
great  hazard,  esiiedalty  In  Instances  In  which  there  are  relatively  few  InsoRds 
engaged  In  such  operation ; 

(4)  To  afford  a  market  for  insureds  whose  insurance  is  not  acceptable  to  the 
individual  Insurers  which  comprise  the  pool ; 

(5)  To  afford  a  medium  for  insuring  special  classes  of  insureds  at  rates  and 
under  rating  procedures  which  differ  from  those  used  by  the  Individual  com- 
pany members; 

(6)  To  afford  small  companies  a  means  of  competing  with  large  ones  by 
making  available  to  each  pool  member  the  combined  capacities  of  the  group. 

For  example,  the  nuclear  flssion  pools  have  been  created  in  view  of  the  over- 
whelming potential  llabiUt;  stemming  from  peaceful  uses  of  nuclear  flssion. 
Other  pools  touch  such  areas  as  ocean  marine  hoU  Insurance,  the  concentrated 
hazards  met  In  insuring  negative  films  for  motion  pictures,  except! onslly  large 
amounts  required  by  industrial  operations,  property  Insurance  for  rolling  stock 
and  flxed  properties  of  ralloads,  insurance  for  oil  refineries,  aviation  hazards, 
etc. 

Formalized  pools  are  not  the  only  method  to  handle  such  risks.  Individual  in- 
surers Join  together  on  particular  risks  without  the  organization  of  a  formal 
pool.  Coordinated  activity  by  insurers  through  Joint  underwriting  or  Joint  re- 
insurance serves  to  spread  risks  among  a  number  of  Insurers  for  those  businesses 
with  large  risk  exposure. 

These  pools  and  Joint  underwriting  operations  could  run  afoul  of  the  federal 
antitrust  laws  if  such  were  applicable  to  insurance.  In  contrast,  a  major  goal  of 
Insurance  regulation  Is  the  ready  availability  of  needed  coverage.  The  pools 
provide  a  market  for  risks  that  otherwise  would  be  unserved  since  no  single 
Insurer  would  be  able  or  willing  to  handle  such  potential  liability.  A  competitive 
market  composed  solely  of  individually  acting,  competing  insurers  could  not 
meet  the  demands  for  availability.  Thus,  a  blanket  application  of  the  federal 
antitrust  laws  to  the  Insurance  industry  could  bring  many  legitimate  and  essen- 
tial functions  of  the  insurance  business  to  a  virtual  standstill.  This  would  not 
only  adversely  affect  the  Insurance  industry,  it  would  adversely  affect  those 
persons  (individuals,  companies  and  Industries)  unable  to  obtain  needed  pro- 
tection. 
3.  Potential  regttlatory  vacuant  under  Federal  antitruH  lato» 

The  federal  antitrust  laws  attempt  to  deter  anticompetitive  conduct  and  to 
foster  conditions  conducive  to  ctunpetitlon.  At  the  same  time,  however,  the  anti- 
tnist  laws  provide  no  guarantee  that  effective  competition  will  occur  or  be  main- 
tained. The  American  economy  is  replete  with  Industries  snbjeot  to  antltmst 
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laws  which  have  been  crtHdzed  for  not  being  competitive  because  of  condttlotiB 
over  which  antitrust  enforcement  technlqueii  are  either  nnable  or  unwilling  to 
correct.  (The  comments  above  on  antitrust  enforcement  are  relevant  here.) 
Where  anti^^st  is  unsuccessful  In  elTectuating  vigorous  competition,  and  no  other 
agency  bas  jurisdiction,  a  regulatory  vacuum  Is  created  rendering  the  public 
vulnerable  to  .abuse.  Nevertlieless,  application  of  the  federal  antitrust  laws  under 
S,  1710  could  produce  precisely  this  result. 

The  bin  would  eliminate  authority  of  tlie  states  to  oversee  Insurance  rates. 
For  those  groups  Of  pe<^e  and  for  those  lines  of  coverage  where  competition  is 
not  effective,  the  public  would  have  no  protection  to  potentially  exploitive  rates. 
The  only  potential  restraint  is  the  imposition  of  rate  controls.  The  proposed  bill 
now  rejects  this  potential  restraint. 

In  contrast,  the  state  open  competition  rating  laws  are  much  more  Qexible. 
As  long  as  worhaUe  conii>etitIon  exists,  primary  reliance  la  placed  on  ccnni»etltlon 
to  regulate  rates.  However,  If  after  applying  tests  of  workable  competition,  the 
insurance  regulator  determines  that  competition  Is  not  effective,  he  may  reln- 
Htttnte  a  rate  approval  mechanism  until  competition  becomes  viable  again.  A 
regulatory  vacuum  is  avoided  and  the  public  Is  protected.  Similarly,  the  same 
result  can  obtain  under  most  uonopen  competition  states  wben  the  regulator 
applies  the  statutory  rate  standards  in  terms  of  competition  and  exercises  his 
disapproval  power  only  where  competition  Is  not  effective.  Consequently,  in  the 
context  of  the  Insurance  Industry,  the  state  Insurance  regulatory  mechanism 
affords  a  t)etter  opportunity  to  protect  the  public.  States  use  a  blend  of  competi- 
tion and  other  regulatory  techniques  rather  than  blind  adherence  to  the  fedeml 
antitrust  laws  as  proposed  by  S.  1710. 
i.  H.  niO  tcovld  Ukely  reguUin  Federal  rate  regulatory  control 

Despite  the  Intended  purpose  to  foster  cranpetition  through  application  of  the 
antitrust  laws,  it  is  Ukely  that  federal  rate  regulation  would  be  the  ultimate 
result  of  S.  1710,  Most  industries  that  are  subject  to  comprehensive  federal 
regulation  do  not  compete  on  the  basis  of  price.  Transportation,  banks,  energy 
and  utilities  are  prime  examples.  Granted,  there  Is  talk  of  deregulation,  e.g..  air- 
lines, but  it  would  undoubtedly  take  years  to  build  competition  to  the  level  now 
existing  In  the  Insurance  industry  even  if  such  deregulation  measures  are  Im- 
plemented. 

S.  1710,  which  In  effect  amends  the  MeCarran  Act,  Is  not  likely  to  be  enacted 
in  its  present  form.  There  has  long  been  an  articulate  influence  on  government 
|ires.<ilng  for  Increased  economic  control— including  prices  and  wages — for  a 
lioard  range  of  goods  and  services.  Creation  of  direct  federal  rate  controls  is  a 
distinct  possibility  as  a  result  of  favorable  consideration  of  S.  1710.  Even  If  S. 
1710  were  enacted  as  introduced,  eventual  federal  rate  regulation  should  be 
anticipated  as  a  possible  future  supplemental  activity. 

A  very  likely  scenario  to  follow  ennctment  of  S.  1710  revolves  around  Increas- 
ing Insurance  rates.  Most  knowledgeable  observers  of  the  pro|)erty  and  liability 
insurance  business  believe  that  the  application  of  the  federal  antitrust  laws  will 
do  little  to  reduce  rates.  (Very  rarely,  if  ever,  is  the  situation  such  that  an  in- 
surance regulator  will  not  permit  an  insurer  to  reduce  rates  If  it  so  chooses,)  On 
the  other  hand,  removal  of  state  authority  to  regulate  rates  would  lead  to  even 
greater  rate  Increases  than  are  now  occurring  because  of  the  insurer's  efforts  to 
recover  from  the  recent  poor  urderwriting  experience  and  the  concern  over  the 
unpredictable  Inflationary  trends.  C^ngrestdonal  reaction  to  sharply  rising  insur- 
ance prii-es  is  predictable.  Imposition  of  federal  rate  controls  can  be  expected  to 
follow  substantial  insurance  rate  increases. 

Eipectatlon  of  rate  increases  is  not  Just  simply  speculation.  For  example,  on 
February  1,  1976  the  New  York  prior  approval  law  for  no-fault  automobile  in- 
surance rate  expired  while  the  legislature  debated  what  the  appropriate  time 
period  fur  an  extenalOD  would  l)e.  Upon  espiratlon.  tlie  open  competition  rating 
law  apiilied.  Immediately  several  Insurers  raised  their  auto  rate^i  in  New  York 
by  averages  of  18  percent  to  21)  i^rcent  re«peetlvely.  Unlike  the  situation  whldi 
would  prevail  If  only  Ihe  antitrust  laws  applied,  under  the  open  competition  law 
the  luKurance  commissioner  has  the  authority  to  review  rate  increases  after  the 
fact  to  determine  whether  they  meet  the  standard  of  reasonableness.  But  the  Im- 
portant imlnt  of  this  example  is  the  ^uggeetion  that  those  insurers  who  now 
Hupport  preemption  of  state  regulatory  autborl^  in  favor  of  the  federal  anti- 
trust laws  may  be  doing  so  not  with  the  view  of  increasing  competition  and 
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lowerinj:  ratee  but  ratber  with  vlstons  of  free  pricing  and  the  opportunity  to 
substantially  increase  rates. 

The  prime  movers  for  the  adoptlmi  of  open  competition  laws  In  the  states  (and 
for  the  application  of  federal  antitrust  laws  to  the  pnqiert;  and  liability  buslnesB 
as  a  subsUtate  foratate  regulation  of  rates)  are  certain  insurers  who  want  more 
freedom  to  Increase  prices.  This  has  created  a  dilemma  for  state  legislatures; 
they  understand  (and  so  do  we)  the  rationale  of  the  arguments  tta  open  com- 
petition marshalled  in  various  papers.  But  they  are  also  concerned  aboat  public 
dissatisfaction  with  the  cost  of  insurance  In  Unes  like  auto,  homeownera,  medical 
malpractice,  etc.  So  a  majoiity  of  the  states,  with  le^^tois  elected  by  the  same 
people  who  elect  membent  of  Congrees,  have  opted  to  continue  with  insurance  laws 
embodying  some  form,  of  a  rate  regulatory  mMihanlsm. 

Few,  It  any,  membere  of  Congress  would  want  to  be  held  responsible  for  enact- 
ing legislation  which  signlScaotly  Increases  Insurance  rates.  GtHi8eqn«itly,  tbe 
series  of  inevitable  and  substantial  rate  Increases  following  enactment  of  S.  1710 
above  and  beyond  tbe  current  pattern,  coupled  wltb  a  Congresaional  prohibition 
of  state  contn^,  could  very  wdl  lead  to  consumer  pressured  for  redmposltiMi  ot 
rate  r^ulatory  controls  to  fill  the  federally  created  Told  embodied  in  the  current 
3.  1710  iMvposal.  Federal  rate  controls  would  be  far  more  rigid  and  inflexible 
than  existing  state  rate  authority. 

If  reliance  on  competition  Is  the  primary  answer  to  rate  control,  the  states 
have  It  in  their  power  to  provide  It — and  in  a  way  that  flts  neatly  Into  other 
aspects  of  state  re«i^tion.  We  do  not  need  Washington  to  do  this  Job.  Furtb^- 
more.  If  open  competition  doefi  not  work,  the  state  open  competition  laws  provide 
madtlnery  to  give  prompt  relief  without  dianglng  the  whole  system  and  without 
requiring  apidicatlona  to  the  courts  for  injunctive  r^tef  on  a  case  by  case  basis. 
5.  Anttlr»»l  summary 

In  summary,  the  S.  1710  recommendations  concerning  the  application  oC  the 
federal  antitrust  laws  to  the  insurance  industry,  If  adopted,  would  work  contrary 
to  the  interest  of  Qie  Insurance  ccnsuming  public  In  at  least  four  general  wbts. 
First,  the  bill  would  remove  from  tbe  states  tie  ability  to  foster  compeHtlOTi  and 
Ignore  tlie  fact  that  the  states  are  in  a  better  poeltl<m  to  perform  Uiis  function 
than  is  tbe  D^iartm«it  ot  Justice  due  to  tbe  legal  standards  under  wblcb  they 
function,  tbe  nature  of  ttietr  enforcement  mechanlams,  Hie  more  speclallBed  scope 
of  their  enforcem«it  responsibilltiee  and  tbe  currmt  enforcement  limitations  of 
the  Department  of  Justice.  Second,  the  application  of  the  anUtrust  laws  to  the 
various  needed  and  legitimate  joint  activities,  In  effect,  promises  to  dry  up  (a) 
sources  of  statistical  information,  particularly  for  smaller  insurers  and  (b)  dry 
up  aubatantlai  segments  oS  the  U.S.  dinnestic  insurance  markets,  causing  substan- 
tial availability  problems  for  many  business  and  other  Insurance  porcbasers. 
Third,  the  proposal  would  create  regulatory  vacuum  In  those  areas  In  whldi  com- 
petition  does  not  exist  and  which  the  antitrust  laws  cannot  oomp^  Fourth, 
favorable  consideration  of  S.  1710  could  very  likely  lead  to  a  massive  federal  rate 
regulatory  pn^ram. 


Drafting  of  this  bill  proceeded  from  a  consideration  of  "what  steps  might  be 
taken  to  Insure  protection  for  pfdlcyholders  and  to  Improve  tbe  quality  of  regula- 
tion for  solvency."  "  He  bill,  however,  does  not  suggest  a  means  to  better  regulate 
for  solvency  oUier  than  giving  a  new  bureaucracy  the  power  to  regulate  for 
solvency  as  it  sees  fit 

To  the  extent  that  state  guaranty  funds  are  working,  and  they  are,  the  alter- 
native federal  guaranty  system  could  have  only  the  etTect  of  weakening  and 
splintering  Into  two  camps  tlie  all  Industry  guaranty  mechanism.  If  tbere  Is  truly 
concern  with  tbe  ability  of  ttie  state  guaranty  funds  to  handle  major  Insolvencies, 
It  makes  absiHntely  no  sense  to  diminish  tlie  base  over  which  InsolvMicy  lossee 
are  spread,  and  thereby  reduce  Its  abUlty  to  sustain  loss.  The  basic  concept  ot 
Insurance  Involves  tbe  spreading  of  risk  through  the  law  ot  latge  nnmbera  of 
pooled,  similar  risks.  Tbe  baMs  concept  of  8.  ITIO  Is  at  odds  with  this  fundamental 
prtnclpie. 

If  8. 1710  were  enacted,  it  Is  possible  that  the  shift  to  federal  guaranty  status 
would  be  made  by  large,  more  financially  sound,  multiatate  Insurers  seeing  the 
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opportiiulty  to  Bvoid  guarantj  fund  BBBeBBmentfl  tbat  would  be  used  (or  the  beoeflt 
of  weaker  competitors'  policyholders.  State  gnarant;  Amds,  meanwhile,  wtrald 
find  tbemsleves  withont  the  financial  backing  of  Insnrers  controlling  mnch  of  the 
Inilnstrr's  assets.  Snch  a  result  would  be  bad  for  the  states,  bad  for  policyholders 
and  bad  for  competition.  Fragmentation  of  the  guaranty  system  wonld  be  a 
highly  destructive  rather  than  a  conatmctlve  effort  at  reform.- 

According  to  Sectloa  103(1)  of  S.  1710,  the  federal  commlsBlon  may  revoke 
a  guaranty  certificate  of  any  participating  state  or  federal  insurer  upon  (a)  the 
request  of  the  insurer  or  <b)  on  the  commission's  initiative  If  the  Insarer  does 
not  comply  with  the  federal  requirements.  Since  state  guaranty  fund  laws  cover 
all  inanrers  operating  in  the  state,  other  than  those  which  would  be  exempted  by 
S.  1710,  thla  bill  presents  the  possibility  of  dumping  terminally  111  Insurers  from 
tbe  federal  guaranty  system  Into  the  laps  of  the  state  funds.  In  short,  S.  1710 
wonld  establish  a  system  In  which  the  federal  government  could  skim  off  tbe 
cream  of  financially  stable  companies,  thereby  weakening  the  state  guaranty 
fund  system  and  possibly  dump  flnandally  troubled  companies  back  into  tbe 
weakened  state  system  to  the  detriment  of  the  policyholders. 

Again,  it  should  be  recalled  that  there  is  no  parallel  here  in  the  banking  indnia- 
try.  Loss  of  FDIG  membership  Is  akin  to  a  kiss  of  death  to  members.  We  have 
heard  no  Interest  expressed  by  this  committee  or  the  Congress  In  aeeing  that  tbe 
states  enact  competitive  deposit  insurance  mecbanisms  for  banks  as  a  means  to 
Improve  federal  and  state  regulatioo.  Precisely  that,  however,  is  being  propcaed 
for  the  insurance  industry. 

C.    ILLCSOBT   FBOUISE   Of   LIMFIED   8EOUIATOBT    IKVOLVTMBST 

Subsequently,  we  shall  review  some  of  the  advantages  of  state  r^ulatlon  over 
federal  regulation  of  insurance.  Tbe  strength  of  these  arguments  Is  apparently 
widely  recognized  since  much  of  the  sales  promotion  efforts  surrounding  8.  1710 
Characterizes  the  proposal  as  a  dual  regulatory  scheme  in  which  cooperative 
federal  and  state  systems  complement  each  other.  Similarly,  other  federal  in- 
surance proposals  are  aaid  to  pose  de  minimus  federal  regulatory  involvement  The 
blU  before  yon  Is  characterlaed  by  proponents  as  one  to  Improve  solvency  regula- 
tion but  one  "that  does  not  provide  for  federal  r^ulatlon  of  Insurance  sales  or 
marketing"  nor  does  it  "eliminate  the  authority  of  state  insurance  regolatoiia  to 
pmcrlbe  policy  content."  **  This  assertloii  of  limited  federal  regulatory  authority 
la  illusory  if  not  blatantly  false,  Tbe  proposition  Is  explicitly  betrayed  by  ob- 
vious and  speclQc  language  in  tbe  bill. 

For  example.  Sec.  201  dealing  with  federal  chartering  preempts  state  licensure 
authority  over  federally  chartered  Insurers  without  saying  so  in  so  many  words. 
Licensure  Is  the  ultimate  regulatory  control  available  to  the  states.  A  state 
license  confers  the  prlvil^e  of  doing  au  Insurance  business  in  the  state.  The 
effectiveness  of  subsidiary  state  controls  necessarily  depend  upon  the  ultimate 
authority  to  terminate  a  nonqualifying  Insurer's  privilege  to  continue  its  In- 
state insurance  operatlona  8.  1710,  however,  provides  that  a  federal  Insurer  is 
"deemed  to  be  authorized  to  do  business  In  any  state"  (Sec.  201(b)  (2)  (B).  Not- 
withstanding this  deeming  of  authority,  states  are  supposedly  permitted  to 
"revoke  the  authority"  of  a  federal  insurer.  However,  such  revocation  must  be  ac- 
companied by  a  showing  of  cause  satisfactory  to  the  federal  commission.  In  other 
words,  licensure  authority  would,  as  a  practical  matter,  be  removed  from  the 
state.  Without  such  authority,  the  states  do  not  have  proper  control  over  mar- 
keting practices,  policy  forms,  content  or  Other  matters  purportedly  left  to  tbe 
states  by  S.  1710. 

Interesting  In  Itself,  tbe  only  provision  in  S.  1710  dealing  speclflcally  with 
regulatory  authority  (Sec.  107)  does  not  appear  in  Title  II  on  federal  chartering, 
but  rather  Is  applied  to  all  federally  guaranteed  Insurers — both  state  and  feder- 
ally chartered.  Apparently  both  state  and  federally  chartered  insurers  would 
be  subject  to  similar  federal  regulatory  authority.  The  broad  grant  of  authority 
to  the  commission  in  section  107  Is  "to  prescribe  such  rules  and  regulations  as  may 
be  necessary  to  carry  out  Its  responsibilities  .  .  .  this  Act." 

S.  1710  deletes  from  a  similar  provision  appearing  In  Its  Mth  Congress  pred- 
ecessor <S.  3884)  a  subsidiary  requirement  that  the  federal  regulator  puUlsh 
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roles  "designed  to  aasnre  tbe  fair,  complete,  and  timely  peifomuuice  of  Ita 
obUgatloiu  to  Its  ptdlCTtKdden."  *  Since  S.  1710  itrovldn  for  fed^sl  Kuanateea 
of  hil  "liunirance  obllgatlonB,"  part  of  tbe  commlssloii'B  respooslbtlltlea  wUI 
undoubtedly  be  seeing  that  guaranteed  Insurers  carry  out  their  obligations  (aa 
defined  and  determined  by  the  commission) — whether  the  hill  explicitly  says 
so  (8.  3884)  or  not  (S.  1710).  This  obviously  encompasses  market  conduct  and 
policy  matters  alleged  to  be  left  to  state  control. 

A  sUnUar  point  waa  underscored  seveial  years  ago  by  an  Advisory  Cbnunittee  to 
the  U.S.  Department  of  l^anspprtatUm  when  that  agency  analysed  a  bill 
introduced  by  Benator  Magnnsm**  to  establish  another  federal  guaranty  system 
for  insnrera : 

Inevitably,  the  federal  agency,  to  protect  tbe  integrity  of  the  fund  it  must 
administer,  will  And  it  has  to  reach  farther  and  Cartlier  In  tbe  exerdae  ot  the 
powers  conferred  upon  it  or  to  seek  even  more  powers.  Financial  rapervWon 
Is  the  primary  purpose  and  function  of  insurance  regulation.  The  neeia  of  jImsm- 
oiat  regtitatitm  pervade  the  legal  oontrob  impoaed  upon  fHMtrer*.  Ultlmatdy,  It  U 
inconceivable  that  the  federal  agency  charged  with  the  faithful  administration 
of  a  fund  derived  from  people  lo  every  state  will  be  able  to  tolerate  signifleant 
discrepancies  among  states  in  capital  and  surplus  requirements,  In  Investment 
laws.  In  rate  regulation,  and  in  examinations  of  Inaurera.  Comprehentive  Federal 
control  utIII,  indeed  mult,  foUoto  Federal  /buMiolal  respoMibiUfy.  (empha^ 
added)  " 

DOT  agreed  with  these  conclusions  of  its  advisory  committee,  and  the 
Administration  Qiereafter  Introduced  its  own  vension  of  guaranty  fund  legla- 
latlon  eliminating  federal  regulation.** 

The  broad  grant  of  regnlatory  authority  that  would  be  explicitly  granted 
or  at  least  emanate  by  necessity  from  S.  1710  la  Incontrovertibl&  We  find  It  curi- 
ous that  this  blU  is  not  openly  acknowledged  as  a  measure  designed  to  Bumilaiit 
state  regulation. 

Not  only  does  the  bill  create  broad  regnlatory  anthority  over  both  state 
and  federally  chartered  insurers  who  partake  of  the  federal  guaranty,  but 
also  it  plants  the  seed  for  federal  regolatlon  of  the  entire  Industry.  This  fact  la 
lUnstrated  by  .Section  lOT(b),  which  reqttlres  the  establishment  of  an  early 
warning  system  and  clearly  Indicates  that  fi.  1710  contemplates  extensive  regn- 
latory involvement  with  the  entire  insurance  Industry. 

According  to  the  early  warning  system  provision,  the  cmnmisslcm  "may 
include  both  federally  guaranteed  Insurers  and  other  Insurers."  The  conuuls- 
slon  can  compel  prodncHon  of  "financial  reports  or  records"  Including  computer 
and  BDP  information,  thereby  giving  It  explicit  authority  to  become,  in  effect,  a 
regulator  of  the  entire  Insurance  industry.  Although  the  commission  may  affiliate 
Its  early  warning  eyetem  with  that  of  the  states,  it  can  also  establish  its  own, 
thereby  generating  dual  reporting  requirements  and  all  the  attendant  problems — 
different  accounting,  different  forms,  different  standards  of  adequacy,  different 
Investment  limitations,  etc. 

Finally,  to  those  nnsuapectlng  candidates  for  federal  charters,  It  sbonld 
be  pointed  out  that  the  promise  of  limited  regnlatory  Involvement  of  the  Federal 
Insurance  Commission  Includes  rirtnally  all  authority  over  policies  created 
under  any  state  insurance  law  or  regnlatlon  except  with  respect  to  premiums 
and  rates.  Section  203(a)  (4)  provides  that  In  order  to  commence  business  (and 
maintain  the  federal  certificate)  tbe  contracts  of  insurance  Issned  by  the  federal 
insurer  must  be  "In  compliance  with  any  appl'cahle  laws  or  regnlatttms  of  the 
state  or  states  where  such  contracts  are  proposed  to  be  leaned," 

In  the  last  analysis,  there  can  be  little  doubt  that  S.1710  amounts  to  nothing 
less  than  a  deep  opening  wedge  for  complete  federal  regulation  of  the  Insurance 
Industry.  Whether  explicitly  provided  in  the  language  of  the  bill  or  not.  as 
the  DOT  advisory  committee  put  it  "[c]omprehensive  federal  control  will,  indeed 
must,  follow  federal  financial  responsibility."  " 

■Sec.  4(a)  (*).  B.  S8M,  94tb  Cong.  2i  Seu. 
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D.    ILLlTSTKATmS  TEOHNIOAL   FI^WB   in    8.    1110 

At  this  point,  I  would  like  to  tnm  to  a  few  technical  concerns  with  S.  1710.  Be- 
OMiee  the  ImpllcatlonB  of  this  bill  touch  flrtoally  ever;  aspect  of  the  InBnrance 
baelnega,  my  remarks  can  onlr  be  lllnetratlTe  rather  than  exhanstlTe  of  oar 
concerns. 

Tbe  Btmctnre  of  the  proposed  federal  gaarantr  system  and  Its  operations  as 
defined  In  S.  1710  suggest  that  the  Federal  Insnrance  Commission  maj  huTe 
the  power  to  intervene  as  a  third  part;  in  determining  policy  content  and 
conditions — without  the  need  for  Jtidlclal  proceedings.  According  to  Sec.  102(e), 
any  'insurance  obligations  incnrred  or  maintained,  exclusive  of  the  reinsured 
obligations  of  a  ceding  insurer  ...  is  guaranteed  and.  upon  default  of  such 
insurer,  such  obligation  shall  be  met  by  the  Commission.  .  .  ."  The  provision 
could  pose  tremendous  coercive  power  over  federally  guaranteed  insurers. 

Bather  Uiao  qveaklog  of  the  guaranty  fund  kicking  Id  upon  impairment  or  In- 
solvency of  an  insurer.  Sec.  IIK  of  8.  ITIO  provides  for  federal  payment  upon  de- 
fault. "Drfault"  Is  not  deflued.  rurtber,  '■guaranteed  obligation"  is  d^ned  to 
mean  any  insurance  obligation  to  a  policyholder,  claimant,  or  as^gnee  within 
"the  coverage  of  Uie  policy."  This  tn>e  of  Commiaaion  power  appears  to  clothe  the 
new  federal  agency  with  unprecedented  power  to  fulfill  social  objectives  and  re- 
forms. In  the  event  of  a  coverage  dispute,  tbe  Commission  could  on  its  own 
conclude  that  a  "default"  had  occurred  and  pay  the  disputed  claim.  In  other 
words,  coverage  could  be  "deemed"  to  be  Included  In  any  policy  at  the  whim  of 
tbe  commission.  If  Sec.  102(e)  means  what  It  says,  It  would  have  unimaginable 
consequences  for  the  insurance  business. 

Section  102(f)  also  evld^icea  aome  lack  of  understanding  about  the  Insnrance 
industry  and  Its  operations.  This  provision  snggests  that  the  federal  guaran^ 
mechauism  contemplates  tbe  assignment  of  Insurance  contracts  of  inscdvent 
insurers.  In  closing  banks,  we  understand  FDIC  arranges  for  assumption  of  de- 
posits by  other  banks.  According  to  paragraph  (f),  the  CommiBsion  is  to  pay 
obligations  when  possible  through  the  Insnrers  to  which  policies  have  been  as- 
signed. Section  104  also  repeats  this  assignee  payment  mechanism.  If  casualty 
policies  of  an  insolvent  insurer  are  to  be  continued  through  a  federal  commis- 
sion assignment,  tbe  bank  parallel  again  fails  down  because  of  the  enormoaa 
insurance  complications  attendant  to  such  an  assignment.  An  insolvent  insurer's 
difficulties  may  well  be  attributable  to  poor  underwriting,  irsufficteat  premiums, 
or  other  reasons  making  policy  assignments  unattractive.  Transferring  casualty 
policies  to  other  carriers  would  require  some  means  of  sweetening  tbe  assump- 
tion by  other  insurers  or  subsidizing  the  attendant  losses  on  these  underpriced 
coverages  or  bad  risks.  No  provisions  of  S.  1710  even  suggest  the  outline  of  such 
a  transfer  mechanism  or  necessary  fair  procedures. 

We  also  note  the  exemption  of  "reinsured  obligations"  from  those  insurance 
obligations  guaranteed  by  the  federal  fund.  It  should  be  understood  by  the  pro- 
ponents of  this  bill  that  it  will  most  often  not  be  possible  to  represent  federally 
guaranteed  policies  as  coverages  backed  up  by  an  agency  of  the  federal  govern- 
ment in  advertising  or  communications  with  the  public.  For  example,  a  block  of 
business  may  be  reinsured  on  a  pro  rata  basis  with  the  writing  carrier  only  re- 
taining 50  percent  of  the  exposure.  If  the  writing  carrier  becomes  Insolvent, 
presumably  only  60  percent  of  tbe  policy  obligations  would  be  guaranteed  by 
the  federal  government.  Since  the  policyholder  has  no  privity  of  contract  with 
the  reinsurer,  absent  an  Hssumption  or  cut  through  provision  in  the  reinsurance 
contract,  the  policyholder  will  apparently  have  to  stand  In  line  with  other  credi- 
tors before  the  liquidator  for  50  percent  of  hla  claim.  Reinsurers,  of  course,  may 
or  may  not  be  federally  guaranteed  and  the  "partial"  guarantee,  where  any 
coverage  is  reinsured,  may  prove  unsatisfactory.  Again,  as  the  DOT  advisory 
committee  put  it,  the  federal  commission  may  find  itself  reaching  "farther  and 
farther  in  the  exercise  of  powers  conferred  upon  it  or  . . ,  [seeking]  even  more 
powers."  " 

Numerous  other  details  of  S.  1710  present  serious  concerns  to  state  Insurance 
regulators  and  betray  the  limited  rt^ulntory  Involvement  suggested  in  explanatory 
comments  by  proponents.  Those  Issues  that  we  have  raised,  however,  suggest  the 
extent  of  technical  and,  conceptnai  flaws  which  will  inevitably  make  this  bill 
unworkable  or  require  the  federal  system  to  operate  substantially  In  derrogatlon 
of  Che  existing  system  of  state  insurance  regulation.  Neither  result  is  In  the  public 
interest. 
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B.  B.  1110  wovut  DEPRIVE  THE  i>DBUc  nr  THX  AovAmAOta  or  cttate  insmAircE 


As  Doted,  S.  1710  would,  aa  a  practical  matter,  Involve  a  sabstantUl  preemptiMt 
of  state  Insurance  regulation.  We  believe  on  the  basis  of  our  regulatory  experi- 
ence that  tbe  Congress  Is  lU-advlsed  and  tbe  federal  government  Ill-prepared  to 
ftssume  ■  direct  role  In  regulating  the  insurance  business.  Despite  claims  to  the 
contrary,  8.  1710  would  necenarllj  invite  a  system  of  federal  regulation  that 
would  reach  farther  and  farther  Into  tbe  regulatory  sphere. 

Id  light  of  the  Supreme  Court's  Interpretation  of  the  scope  of  the  c<Hiuuerce 
clause,  few  would  argue  on  tbe  tesle  of  Judicial  precedent  that  Congress  does 
not  have  the  constitutional  authority  to  regulate  insurance  aa  an  Incident  of 
interstate  commerce."  But,  as  we  broaden  tbe  commerce  clause  constltutlonally 
and  concomitantly  broaden  the  powers  of  Congress,  we  will  nltlmatelf  reach  a 
point  where  there  Is  no  subject  of  legislative  concern  in  which  Congress  cannot 
meddle  as  a  matter  of  right.  However,  we  doubt  that  most  Americana,  faced 
squarely  with  the  pcopOBltion  of  one  centralized  government,  would  favor  the 
transference  of  any  and  all  regulatory  authority  to  WaAlngton.  We  submit  that 
Congress  should  pause  whenever  It  has  occasion  to  consider  tbe  preemption  of  a 
function  historically  performed  by  tbe  states. 

We  are  not  aware  of  tbe  circumstances  or  public  policy  that  would  Justify  an 
act  of  Congress  designed  to  wrest  Inanrance  regulation  from  the  states  or  impoae 
a  federal  guaranty  system.  On  the  contrary,  most  of  the  proponents  of  federal  In- 
surance involvement  of  any  sort  have  maintained  that  state  Insurance  regulation 
should  be  left  in  place.  A  review  of  tbe  development  and  advantages  of  state 
insurance  regulation  should  precede  any  intrusion  Into  this  historically  state 
performed  activity, 
1.  Development  of  State  tntitrance  regulation 

In  part  due  to  Paul  v.  Virginia  (1868)"  which  held  that  insurance  was  not 
Interstate  commerce,  the  regulation  of  insurance  developed  at  tbe  state  level. 
As  a  consequence.  InsQrance  was  not  subject  to  congressional  Jurisdiction  under 
the  commerce  clause.  However,  In  tbe  SEUA  case  (1944)*'  tbe  Supreme  Court 
reversed  this  position.  To  assure  that  state  insurance  regulation  was  not  upended 
under  the  commerce  clause,  Congress  determined  that  state  regulation  of  the 
business  of  Insurance  Is  In  the  public  interest.  SpeclflcaUy,  the  McCarran  Act 
(1946)  provides; 

Congress  declares  that  the  continued  regulation  and  taxation  by  the  several 
states  of  the  business  of  Insurance  Is  in  the  public  Interest,  .  .  .** 

Thus,  tbe  regulation  of  Insurance  continued  to  develop  at  the  state  level  and 
has  done  so  at  an  accelerated  pace  In  recent  years. 

State  Insurance  regulation  is  dedicated  to  protecting  tbe  public  Interest  by 
focusing  on  at  least  four  fundamental  regulatory  objectives:  (a)  assuring  the 
financial  Integrity  nnderlylng  the  security  promised,  through  prevention  of  In- 
solvency and  guaranty  funds ;  (b)  quality  of  tbe  product ;  (c)  availability  of  the 
product;  and  (d)  fairness  to  the  insurance  consuming  public.  To  achieve  these 
goals,  a  broad  and  detailed  state  regulatory  mechanism  baa  evolved.  For 
example : 

(1)  Insurers  must  obtain  and  continue  their  licenses  in  order  to  do  business. 
This,  in  turn,  requires  complying  with  statutes  and  regulations  pertaining  to 
formation;  financial  standards  concerning  assets,  capital  and  surplus,  permissi- 
ble investments,  adequacy  of  reserves ;  and  qoallflcation  aa  to  character  of  man- 
agement, experience  and  Icnowledge  of  the  business.  Licenses  may  be  suspended 
or  revoked  for  failure  to  comply  with  the  law  or  when  the  public  interest  so 
requires. 

(2)  Insurers  must  file  comprehensible  annual  and  other  periodic  reports  under 
oath  in  each  state  In  which  they  do  business.  The  NAIC  annual  statement  re- 
quires detailed  Information  concerning  financial  condition,  underwriting,  invest- 
ments, reserves,  etc. 

(3)  Insurers  are  subject  to  comprehensive  periodic  examination  among  other 
tliijigs.  to  ascertain  the  Bnanclal  condition  of  tbe  company,  the  results  of  opera- 
tion, corporate  Investment  and  underwriting  practices,  whether  tbe  company  is 
meeting  its  obUgattons  to  its  pollcyfaoldera,  etc. 

A  V.8.  V.  SMtk  JlMMn*  Vndeneraan  Aa«i>cfaHoH,S22  U.S.  S3S  (1044). 
•■TSU.S.  (BWall)  leS  (1H8). 
••  ISa  U.B.  618. 
«10D.aBw.ll>ll. 
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(4)  By  Tirtne  of  statutory  standards  on  policy  content  and  the  commlBslonera' 
policy  form  approval  or  disapprovai  power,  much  of  the  source  of  mlsrepresenta- 
tloDfi  or  other  nnf  air  practices  is  deterred  In  advance. 

(B>  Control  is  exercised  over  the  pricing  practices  of  property  and  liability 
insurera  by  Implementing,  either  through  prior  approval  or  subsequent  review, 
the  standards  that  rates  shall  not  be  excessive,  inadequate  nor  unfairly  dlscrlml- 

(6)  Market  practices  are  controlled  by,  among  other  things,  laws  governing 
the  quallflcations  and  licensing  of  agents  and  brokers,  pnAibitlons  against  cer- 
tain practices  such  as  false  and  misleading  advertising  and  representations,  de- 
Oning  standards  of  fair  competition,  control  over  policy  forms,  rate  controls  in 
several  areas  and  department  investigations  of  complaints. 

(7)  The  Inanrance  commissioner  may,  for  a  variety  of  causes  (e.g.,  insolvency, 
refusal  to  comply  with  orders,  failure  to  remove  officers,  etc.),  apply  for  a  court 
order  of  liquidation,  rehabilitation  or  conservation. 

(8)  Among  the  sanctions  available  for  enforcemejit  of  the  insurance  laws  are 
criminal  and  civil  penalties;  cease  and  desist  orders;  injunctions;  removal  of 
officers  and  directors;  Hnes;  and  revocation  (or  refusal  to  renew)  licenses  of 
agents,  adjusters,  brokers,  and  insurers.  These  express  powers  and  sanctions, 
plus  the  Informal  powers,  sanctions  and  alternative  modes  of  relief  stemming 
therefrom,  extend  far  beyond  the  authority  contemplated  in  S,  1710, 

Sapplementing  the  efTorts  of  the  indivldnal  states  has  been  the  NAIC,  or- 
ganized in  1871  and  consisting  of  the  Insurance  commissioners  of  the  several 
states.  The  NAIC  has  sought  to  promote  uniformity  where  appropriate,  develop 
model  laws  and  regulations  for  use  in  various  statex  and  has  conducted  various 
types  of  studies  and  research  projects.  The  NAIC,  as  a  whole,  meets  twice  a  year. 
Various  committees  meet  during  the  Interim.  In  addition,  a  central  research  ol- 
flce  has  been  established.  Thus,  the  NAIC  provides  a  flexible  and  Hmely  facility 
to  develop  and  implement  change.  In  short,  the  NAIC  bas  served  as  a  mechanism 
to  Improve  regulation  and  has  provided  Impetus  for  change. 

This  discussion  ts  not  Intended  to  be  comprehensive  but  rather  simply  high- 
lightB  the  comprehensive  nature  of  Insurance  r^ulation  as  it  continually  evolves 
to  meet  changing  needs. 

2,  The  fundamental  concept  of  federalism 

The  dispersion  of  power  between  the  state  and  federal  governments  is  ad- 
vantageous and  in  the  public  interest.  This  constitutional  tenet  is  rooted  In 
sound  public  policy.  Undisciplined  power  tends  to  become  unresponsive  at  best 
and  corrupt  at  worst.  Effective  Implementation  of  the  concept  of  federalism  is 
fundamental  to  the  exercise  of  such  discipline.  This  concept  require.i  n  dispersion 
In  ultimate  decision  making  power  and  responsibility,  and  not  merely  superim- 
posing a  federal  regulatory  agency  on  top  of  that  of  the  states.  Enactment  of 
S.  1710  would  severely  challenge  the  concept  of  federalism  by  ignoring  the  In- 
herent advantages  of  state  regulation.  We  urge  you  t»  recognize  the  myriad 
reasons  for  maintaining  state  regulation  prior  to  serious  consideration  of  this 
bill. 

3.  Advantageg  of  State  insurance  regulation 

Among  tbe  advantages  of  state  insurance  regulation  are  (a)  its  existence, 
(b)  pluralism,  (c)  threat  of  a  federal  alternative,  and  (d)  regulation  closer  to 
the  iieople.  Let  us  deal  briefly  with  each  of  these  areas  which  should  receive  your 
deliberate  attention  before  concluding  that  the  national  Interest  requires  Con- 
gress to  wrest  insurance  regulation  from  tbe  states. 

(o)  ExiMtence. — The  state  Insurance  regulatory  system  already  exists.  It 
utilizes  over  50  offices  (at  least  one  In  each  state  and  multiple  offices  In  several 
states),  employs  over  5,100  persons  with  combined  budgets  of  approximately  $92 
million. 

As  a  general  proposition.  It  Is  more  effective  and  less  expensive  to  improve 
upon  and  add  to  existing  institutions  than  to  start  new  ones.  This  Is  i>articularly 
true  with  resi»ect  to  Institutions,  such  as  the  state  Insurance  regulatory  mecha- 
nism, which  have  demonstrated  a  wlllingnesa  and  facility  to  change  where  ap- 
propriate and  whose  goals  in  affording  protection  to  the  public  are  consistent 
with  the  type  of  objectives  expressed  for  8. 1710.  Assumption  of  regulatory  power 
by  the  federal  government  could  sweep  away  much  of  the  experience  and  exper- 
tise existing  in  state  Insurance  departments.  Such  a  shift  would  throw  Into  doubt 
for  years  many  of  the  rules  under  which  the  business  has  been  accustomed  to 
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fnnctloD.  From  the  cnstomera'  Wewiwlnt,  the  known  local  painte  (or  applying  dtl- 
sen  pressure  would  be  removed,  dispersed,  or  obscured.  Furthermore,  Uiere  la  no 
assurance  that  the  resulting  quality  of  federal  regulation  will  Justly  the  dialo- 
catlona  Incident  to  the  change  In  locus  of  regulator^  authority. 

The  history  of  several  federal  agencies  does  not  give  rise  to  overconAdoice. 
Nothing  Is  so  unsure  as  predicting  the  full  range  of  conseQuences  of  a  major 
change  In  a  complex  system.  Thus,  the  fact  that  the  state  Insurance  regulatory 
mechanism  already  exists  is  in  itself  a  powerful  argument  for  Its  continuance. 

(b)  Pluraiism,  ewperimentatioH  and  vitality. — A  second  advantage  to  state 
regulation  is  the  pluralism  and  diversity  within  the  system.  It  involves  regulatory 
agencies  of  limited  size.  It  seems  clear  that  the  economies  of  scale  taper  off  aa 
^ze  Increases  beyond  some  point  while  problems  of  bureaucracy  become  pn^rar- 
tlouately  worse. 

The  field  of  government  regulation  Is  Imperfectly  understood.  This  lends  sup- 
port to  utilizing  a  number  of  agencies  rather  than  Just  one.  Such  a  system  Is  con- 
ducive to  experimentation  and  will  conflne  the  lmi>act  of  an  experiment  until 
it  has  been  tested.  The  dispersion  of  decisional  responsibility  and  power  tends 
to  restrict  the  gravity  of  the  Impact  of  mistakes  or  miscalculation  to  a  limited 
area  and  segment  of  the  population.  On  the  other  hand,  a  dramatic  and  efFecttve 
Innovation  by  a  particular  state  Is  apt  to  be  adopted  elsewhere  after  a  period  of 
time  and  testing. 

Pluralism  also  affords  a  more  fertile  environment  for  greater  vitality  than 
does  a  single  national  agency.  The  scope  for  top  creative  leadership  Is  greater 
in  a  system  having  several  tops.  The  work  of  one  or  more  vlgorooa  agencies  Is 
contagious.  It  tends  to  be  imitated,  competed  witli  and  used  as  a  standard  In 
other  states.  The  problem  of  keeiring  regulatory  agencies,  whether  state  or  federal, 
imbued  with  the  sense  of  vitality,  capable  of  self-renewal  and  change  is  now  and, 
certainly  In  the  future,  a  graver  public  concern  than  an  occasional  awkward- 
ness of  a  multi-state  regulatory  system. 

(c)  TAc  threat  of  a  Federal  alternative. — An  extremely  important  and  unique 
advantage  to  state  regulation  is  that  the  threat  of  a  national  alternative  always 
bangs  over  It.  State  Insurance  regulatory  agencies  are  subject  to  review,  investiga- 
tion and  embarrassment  by  Congress  which  admittedly  has  the  jiower  to  aboUsh 
the  system  If  it  so  chooses.  Aa  one  former  Insurance  commissioner  said,  "This 
concentrates  the  mind  wonderfully."  Such  congressional  oversight  uo  doubt 
stimulates  state  regulators  to  do  a  better  Job. 

In  contrast,  if  a  national  regulatory  agency  becomes  involved.  It  would  not  be 
as  sk^tlcally  watched  or  credibly  menaced.  Congressional  oversight  of  fedeisl 
regulatory  agencies  has  not  been  demonstratively  better  than  state  leglslatiTe 
oversight  of  state  agencies.  In  otier  words,  Congressional  oversight  of  federal 
agencies  has  yielded  fewer  benefits  and  more  adverse  aide  effects  than  Congm- 
slonal  oversight  of  state  Insurance  regulation. 

(d)  Keg«lalion  cloter  to  the  people. — It  is  an  old  cliche  that  the  states  are 
closer  to  the  people  than  Is  the  federal  government.  The  indtvidoal  member  of 
the  public  possesses  more  readily  available  means  to  seek  redress,  to  answer 
inquiries  and  to  apply  pressure  at  the  state  level.  For  example,  an  Insurance  com- 
missioner and  top  members  of  his  staff  are  more  accessible  than  comparable 
members  of  the  President's  cabinet.  Furthermore,  there  are  over  fifty  commls- 
sioners,  contrasted  to  one  cabinet  secretary,  to  whom  resort  can  be  bad.  State 
legislators,  who  can  and  do  make  forcefully  known  to  the  commissioner  of 
insurance  problems  of  their  constituents,  are  also  more  accessible  and  tend  to  be 
more  responsive  to  an  Individual's  problems.  When  ultimate  respondblUty  is 
vested  in  Washington,  the  resiMnse  tends  to  be  more  sluggish  and  leas  attuned 
to  the  individual's  needs  and  demands. 

To  the  extent  that  8. 1710  would  adversely  affect  the  state  insurance  regulatory 
mechanism,  we  believe  It  Is  contrary  to  the  public  Interest,  contrary  to  a  viable 
implementation  of  the  concept  of  federalism  which  Is  a  keystone  of  our  system 
of  government,  and  should  not  be  enacted. 

rV.  BUKUiMT 

Altbon^  8. 1710  is  proposed  as  a  measure  to  Improve  solvency  regnlatton  and 
enhance  public  protections  when  Inaolvendee  occur,  passage  of  the  bill  would, 
contrary  to  its  Intent  diminish  policyholder  protections.  Congressional  retorm 
or  ellmlnatiiw  of  the  state  system  should,  and  indeed  must  If  yon  are  to  foUlI 
yonr  re^Miudblllty  to  the  public,  proceed  on  a  rational  conree  atartliig  with 
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doCTunieDtatloD  ot  state  Inadeqnades.  Tbroogh  8.  1710,  it  Is  alleged  tbat  states 
are  not  adequate  regulating  tot  solrency  or  proTidlng  Decesaary  protectloas  to 
the  pnbUc.  Ttila  bill  Is  the  verdict  aod  apparently  it  is  proposed  that  the  Indict- 
ment and  its  proof  be  dispoised  wltb. 

We  Bnbmlt  to  yon  that  S.  1710  meets  no  demonstrated  need  and  fllls  no  critical 
T^nlatory  vacaom.  The  magnitude  of  the  potential  Insolvency  prohlem  for  the 
inanrance  indnstry,  even  for  the  very  difficult  years  of  1974-1975,  has  been 
grosalT  overstated.  Even  during  these  years,  the  industry  made  money.  No 
domino  effect  occurred.  The  amount  of  guaranty  fund  assessments  are  mlnlscule 
in  relation  to  the  slse  of  the  industry.  In  short,  actual  experience  contradicts  the 
handwringinK  speculation  of  some  insurers  and  Industry  obseivers.  A  compre- 
benslre  system  of  Insolvency  protection  for  the  insurance  consontlng  public — 
both  regulation  and  state  guaranty  funds — ^Is  in  place  and  it  works.  Further- 
more, despite  their  commendable  performance  to  date^  state  efforts  are  not  static. 
The  system  is  under  continuous  review  for  possible  improvements.  Some  are  in 
the  works  now,  others  are  being  considered. 

Dividing  regulatory  responsibility  between  the  states  and  the  federal  govem- 
mmt  and  fragmenting  the  base  over  which  insolvencies  are  spread  will  not 
Improve  public  protections  but  rather  will  jeopardize  the  existing,  viable  state 
regulatory  and  guaranty  fund  mechanisms.  Jn  addition,  there  is  little  need  to 
applj  the  federal  antitrust  law  to  the  Insurance  Industry  since  the  impact  on 
competition  would  at  liest  be  quite  minimal. 

Not  only  is  there  a  lack  of  demonstrated  need  for  8. 1710  but  also  Its  enactment 
would  poee  serious  adverse  ramifications  for  the  insurance  coosainlng  public. 
We  have  touched  on  some  examples  in  this  statement. 

(1)  8tate  Insurance  regnlatOTB  are  In  a  better  position  to  foster  and  preserve 
competition  in  the  instirance  Industry  than  are  the  federal  antitrust  enforcement 
agencies. 

(2)  Some  aspects  of  antitrust  laws  as  applied  to  certain  Joint  activities  (e.g., 
pooling  statistics,  providing  pooled  coverages)  would  reduce  competition  and 
preclude  the  availability  of  Insurance  coverages  for  certain  types  of  risks. 

(3)  The  preemption  of  state  rate  authority  not  only  couid  weaken  insolvency 
prevention  efforts  with  respect  to  individual  insurers  (which  is  an  Inherent  con- 
tradiction in  S.  1710),  but  also  create  a  regulatory  vacuum  in  those  mariiets 
which  are  not  competitive  thereby  leaving  the  insurance  buyer  vulnerable  to 
excessive  rates. 

(4)  The  fragmentation  of  the  guaranty  fund  system  would  greatly  and  per- 
haps fatally  weaken  the  state  system  due  to  the  federsl  government  "creaming" 
the  larger  and  more  financially  sound  insurers. 

(5)  Regardless  of  allegations  to  the  coiitrary.  S.  1710  would  (a)  involve  both 
immediate  and  long  range  massive  federal  Inanranee  regulatory  involvement 
which  meets  no  demonstrated  need;  (b)  essenHaily  duplicate  existing  state 
authority;  (c)  establish  the  likelihood  of  wasteful  state-federal  regulatory  con- 
flict and  weaken  state  controls  even  over  nonfederatly  chartered  comiMuies,  As 
a  result,  the  states'  ability  to  respond  to  public  needs  will  be  impaired  thereby 
undermining,  not  strengthening,  Insurance  regulatory  protection, 

(6)  Furthermore,  such  federal  regulation  undermines  the  fundamental  con- 
cept of  federalism  and  deprives  the  public  of  the  luherent  advantages  of  state 
insurance  regulation. 

<7)  The  creation  of  a  new  expensive  regulatory  bureaucracy  for  insurance 
must  be  paid  for  with  tax  dollars,  creating  a  new  unnecessary  and  unjustilled 
drain  on  public  resources. 

(8)  S.  mo  Is  said  to  provide  an  alternative  regulatory  system  which  would 
be  available  to  Individual  Insurers  at  their  option.  Obviously,  Insurers  will 
forum  shop  to  obtain  r^tulation  which  has  the  least  Impact  upon  Its  operations. 
Dual  regulation  of  insurers  could  set  the  stage  for  regulatory  competition  in 
laxity,  giving  the  advantage  of  broad  Jurlsdictinnsl  scope  to  the  system  attract- 
ing and  maintaining  the  largest  number  of  Insurers.  In  a  sense,  the  regulated 
would  be  overseeing  the  regulators  rather  than  vice  versa.  This  process  en- 
courages r^ulatlon  in  which  the  public  interest  gets  lost  In  the  shuffle — a  very 
questionable  public  policy  indeed.  For  these  reasons,  among  others,  we  strongly 
urge  yon  to  reject  this  proposed  legislation. 

The  Chairman.  Thank  you  very  much,  Mr.  Kinder. 
Our  next  witness  is  Mr.  Mathias. 
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STATEMEHT  OF  BICHAIU)  L.  HATHIAS,  SIRECTOB  07  CTSURAJCE, 
STATE  OF  ULISOIS,  ACCOMFASIED  B7  MICHAEL  EASTEH,  CHIEF 
COUNSEL 

Mr.  Mathias.  Mr.  Chairman  and  members  of  the  committee,  my 
name  is  Richard  Matliias  and  I  am  the  director  of  the  Department 
of  Insurance  of  the  State  of  Illinois. 

I  have  reviewed  S.  1710  and  understand  it  to  do  several  things, 
most  significantly : 

Tit  To  establish  a  Federal  Insurance  Commission ; 

(2)  To  establish  a  Federal  Insurance  Guaranty  Program;  and 

(3)  To  create  the  option  of  federally  charterer  insurance  com- 
panies. 

The  proposed  Federal  Insurance  Act  of  1977  would  drastically  alter 
the  existing  regulatory  scheme  of  the  business  of  insurance  as  it  is 
presently  understood.  Traditionally  and  by  sufferance  of  Congress,  I 
suppose,  the  regulation  of  the  insurance  industry  in  the  United  States 
has  rested  with  individual  States.  I  should  say  at  this  point  that  I  do 
not  unilaterally  oppose  such  a,  shift  of  regulatory  emphasis  as  such. 
Nor  do  I  oppose  the  concept  of  Federal  regulation  of  the  business  of 
insurance  if  it  will  better  serve  the  public  interest.  In  the  process  of 
reviewing  the  proposed  legislation,  I  read  with  interest  Senator 
Brooke's  remarks  of  Thursday,  June  16,  1977  which  appears  in  the 
Congressional  Record. 

I  noted  with  interest  his  keen  concern  for  the  financial  condition  of 
the  property  and  casualty  insurance  business  in  the  United  States.  I 
too  am  extremely  concerned  as  to  the  financial  condition  of  not  only 
the  property  and  casualty  insurance  companies,  but  also  life,  acci- 
dent, and  health  companies  as  that  is  my  primary  job.  I  am,  I  suppose, 
primarily  responsible  for  the  financial  health  and  well  being  of  those 
insurance  companies  which  do  business  in  the  State  of  Illinois.  Some 
would  say  this  is  the  primary  responsibility  of  any  regulation  of  the 
business  of  insurance.  This  acute  concern  for  tl'.e  financial  stability  of 
those  companies  engaged  in  the  business  of  insurance  is  due  primarily 
to  the  nature  of  the  relationship  between  insurer  and  insured.  A  rela- 
tionship which  is  based  on  a  promise  to  pay  in  the  future,  the  basis 
of  which  is,  of  course,  the  ability  to  pay  in  the  future — or  future 
financial  stability.  It  is  my  own  regulatory  philosophy,  if  you  will, 
that  prompts  at  least  a  primary  emphasis  being  placed  on  the  finan- 
cial solvency  of  any  insurance  company  doing  business  in  Illinois. 
In  my  judgment,  and  although  other  regulatory  actions  appear  to  be 
more  touched  with  the  public  interest,  the  solvency  of  an  insurance 
company  is  the  very  basis  upon  which  regulation  should  take  shape. 

I  share  Senator  Brooke's  concern;  however,  I  do  not  necessarily 
believe  that  financial  solvency  of  insurance  companies  will  be  best 
regulated,  or  even  better  regulated,  by  the  Federal  Government,  A  re- 
view of  the  proposed  legislation  prompts  two  questions  which,  after 
what  I  consider  careful  analysis  of  the  proposed  Federal  Insurance 
Act  of  1977,  still  remain.  These  questions  are :  Is  this  type  of  regula- 
tion necessarv  ?  And  what  will  it  cost  ?  How  does  it  affect  the  existing 
pattern  of  State  regulation!  And  then  the  technical  concerns  as  to 
the  language  of  the  proposed  legislation. 
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Without  careful  and  systematic  analysis  of  the  necessity  of  theae 
fitctoiB,  I  must  reepectfiilly  oppose  the  passage  of  the  proposed  Federal 
Insurance  Act  of  1977. 1  assure  you,  however,  that  in  so  doling  my  op- 
poeiti(Mi  JB  not  the  product  of  a  redex  States  rights  mentality.  I  am  m 
ravor  of  professional  and  responsible  regulation  in  the  public  interest, 
but  I  frankly  am  not  persuaded  that  the  public  will  be  letter  served  by 
theproposalB  of  S.  1710. 
The  Chairjcan.  Thank  you  very  much. 
[Gmnplete  statement  fculows:] 
To :  Tbe  Honorable  membets  of  the  U.S.  Senate  Committee  on  Banking,  Honslng, 

and  Urban  AlTaira. 
From :  JUcbard  L.  Mathias, 

Director  of  tbe  Department  of  Insnrance, 

State  of  IlllnolEi. 
Hr.  Chairman  and  Members  of  tbe  Committee,  my  name  Is  Richard  Uathiaa 
Although  some  will  no  doubt  quefitlon  "what  I  hare  to  say  about  the  nlUmate 
goal  of  any  goTemmental  regnlatlon.  In  my  Judgment  any  regulatory  InltlatlTe 
most  have  as  Its  principal  purpose  tbe  public  Interest.  Orantedly,  tbe  concept 
"of  pttbUc  Interest"  covers  a  considerable  amount  of  ground.  It  Is  vague,  amor- 
pboos  and  often  times  Is  used  to  Justify  all  sorts  of  gorernmental  activity 
which  would  have  little  or  no  Jostlflcatlon  otherwise.  An  Incredible  amount  of 
things  have  been  done  and/or  prohibited — "In  tbe  public  Interest"  Fairly, 
more  often  than  not  the  ihiUIc  Interest  Is  served  by  systematic  and  napotoMe 
goremment  regulation.  And  while  the  extent  of  tbe  service  is  subject  to  coneldei^ 
able  dispute,  in  my  opinion  public  Interest  appears  to  prevail  with  more  frequency 
than  It  toeea. 

I  am  prompted  to  appear  before  you  this  morning  share  to  my  thoughts  rela- 
tive to  the  public  Interest  considerations  of  8.  1710.  "Federal  Insurance  Act  Ot 
Vm."  I  do  not  presume  to  be  the  flnal  arbiter  of  what  "Is  in  the  public  Interest." 
Nor  indeed  do  I  pretend  to  fully  understand  and/or  comprehend  what  iB  and 
what  Is  not  "in  the  public  Interest."  However.  I  am  charged  by  my  otRc«  with 
the  regulation  of  tbe  business  of  Insurance  In  the  State  of  lUlnolB,  and  out  of  a 
responsibility  to  that  office  and  tbe  citizens  of  tbe  State  of  Illinois.  I  bad  better 
have  Eome  Idea  what  the  public's  Interest  Is  as  It  relates  to  tbe  business  of  Insur- 
ance at  least  In  tbe  State  of  nilnolB. 

I  have  reviewed  S.  1710  and  understand  It  to  do  several  things,  moat 
Blgniflcantly ; 

(1)  To  es^4iltsh  a  Federal  Insurauce  Commission ; 

(2)  To  establish  a  Federal  Insurance  Guaranty  Program;  and 

(3)  To  create  tbe  option  of  Federally  chartered  insurance  companies. 

The  proposed  Federal  Insurance  Act  of  1977  would  drastically  alter  tbe  exist- 
ing regulatory  edbeme  of  the  buslnesK  of  Insurance  as  It  is  presently  understood. 
Traditionally  and  by  sufferance  of  Congress,  I  suppose,  the  regulation  of  the 
insnrance  Industry  in  the  United  States  has  rested  with  individual  states.  I 
should  say  at  this  point  that  I  do  not  unilaterally  oppose  such  a  shift  of  regula- 
tory emphasis  as  such.  Nor  do  I  oppose  tbe  concept  of  Federal  regulation  of  the 
buaineaa  of  insurance  if  It  will  better  serve  the  public  interest.  In  tbe  process  of 
reviewing  tbe  proposed  legislation,  I  read  with  Interest  Senator  Brooke's  remarks 
of  Thursday.  June  16,  1877  which  appeared  In  the  Congressional  Record.  I  noted 
with  Interest  bis  lte«i  concern  for  the  flnanclal  condition  of  the  property  and 
casualty  Insurance  business  in  tbe  United  States.  I  too  am  extremely  concerned 
aa  to  the  flnandal  condition  of  not  only  tbe  property  and  casualty  insurance  com- 
paniefl^  but  also  life,  accident  and  health  companies  as  tbat  Is  my  primary  job. 
I  am,  I  suppose,  primarily  responsible  for  the  flnancial  health  and  well  being  of 
those  insnrance  companies  which  do  business  in  tbe  State  of  Illinois.  Some  would 
say  this  is  the  primary  responsibility  of  any  regulation  of  the  business  of  in- 
snrance. This  acnte  concern  for  the  Hnanclal  stability  of  those  companies  engaged 
In  the  business  of  insurance  is  due  primarily  to  tbe  nature  of  the  relationship 
between  insurer  and  insured.  A  relationship  which  Is  based  on  a  promise  to  pay 
"in  the  future,"  the  basis  of  which  Is,  of  course,  the  ability  to  pay  in  the  future — 
or  futnre  flnandal  stability.  It  is  my  own  regulatory  philosophy,  If  yon  will,  that 
ivompta  at  least  a  primary  empharis  being  idaced  on  the  financial  solvency  of  any 
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InBnnmce  compan]'  doing  bualneBa  In  niinoiB.  In  my  Jadgmeat,  and  althoogh 
other  regidBtoiy  actions  aippear  to  be  more  tonChed  witb  the  ptrttUc  Interest, 
tbe  Bolvency  ot  an  tngnrance  company  Is  tbe  very  baals  niKM)  which  legnlatitHi 
Bhonid  tske  shape. 

I  share  Senator  Brooke's  concern,  however  I  do  not  necessarll;  bellere  that 
flnandal  solvency  of  Insarance  companies  will  be  best  r^olated,  or  even -better 
regulated,  by  the  Federal  GoTemment.  A  review  of  the  iMvposed  laglslatlim 
prompts  two  queetlona  which,  after  what  I  consider  careful  analyBis  of  the  pro- 
posed Federal  Insuraiice  Act  of  1977,  Htlll  remain.  These  questdonB  are — Is  tttls 
type  of  regulation  necessary?  And  what  will  it  cost? 

Among  the  considerations  which  make  up  my  regulatory  philosophy  is  a  con- 
cern for  the  Justification  of  any  particular  r^ulatory  activity.  From  my  ex- 
perience, r^culation  is  time  consuming  and  costly.  Although  I  believe  it  to  be 
absolutely  necessary,  to  allow  regulatory  activity  to  bu^eon  unchecked  Is,  in 
my  judgment,  Irresponsible,  Cost  of  refnilatlon,  whether  we  like  it  or  not  Is 
eventually  passed  on.  Ultimately,  the  cost  reaches  the  consumer,  l^e  cost  of 
insurance  is  a  question  which  certainly  affects  the  public  Interest  Further,  the 
proposed  legislation  appears  to  be  premised  on  the  theory  that  state  regulation 
of  the  financial  solvency  of  insnrance  companies  has  somehow  been  inadequate 
op  inept  or  Just  plain  not  enough.  I  cannot  agree  with  that  premise.  Indeed,  the 
history  of  insurance  company  InsolTencies  leads  one  in  the  opposite  direction. 
There  Blm[dy  has  not  been  an  alarming  Increase  In  insurance  company  in- 
solvencles  either  In  Illinois  or  elsewhere  to  my  knowledge.  Grantedly,  there 
have  been  economic  downturns,  if  you  will,  and  some  occasionlly  "spectacular" 
near  misses  with  respect  to  Insurance  company  insolvency,  for  example,  the 
Washington,  D.G.  based  Government  Employees  Insurance  Company  (GBIOO).  I 
am  prompted  to  wonder  If  the  OEICO  problem  would  not  have  happened  wltli 
a  Federal  Insurance  Oommlssion  or  a  Federal  Guaranty  Fund.  The  facts  simply 
do  not  support  the  necessity  for  a  marked  change  In  the  structure  of  insurance 
regulation  as  we  presently  know  it  I  am  not  aware  of  any  empirical  studies 
which  conclude  that  a  Federal  Insurance  Conunlaalon  would  be  any  more  vigilant 
In  the  regulation  of  the  financial  stability  of  insurance  companies  than  have  been 
the  states.  The  proposed  legislation,  however,  aivears  to  be  premised  on  a  notion 
that  tbe  financial  solvency  of  an  insurance  company,  which  opts  for  Federal 
charter,  would  be  more  carefully  and  systemaUcalty  viewed  than  It  has  under 
Individual  state's  r^ulaUon. 

The  facts  do  not  support  the  cost  efFectiveness  of  proposed  Federal  regulation 
which  would  run  alongside  state  regulation  in  this  proposed  duality.  While 
I  do  not  suggest  that  such  regulation  would  cost  twice  as  much,  necessarily, 
it  will  certainly  cost  more  and  I  am  not  altogether  convinced  that  the  necessary 
Increase  In  cost  will  generate  better  r^nlation. 

I  have  to  date,  neither  seen,  nor  am  I  awsre  of  the  ezistfuce  of  any  studies 
which  analyse  the  cost  of  such  jHVpoBed  Federal  regulation.  Again,  is  the  public 
Interest  served  by  the  addition  of  a  second  layer  of  regulation  without  first 
analyzing  its  necessity  and  Its  cost? 

I  think  most  regulators,  either  state  or  Federal,  will  agree  that  deregulation 
appears  to  be  gaining  aupport.  even  among  the  most  ardent  consumer  advocates. 
When  administrative  agencies  are  at  times,  faultlngly  trying  to  "justify  their 
existence"  under  newly  passed  sunset  laws,  it  is  ourlons  to  see  a  proposal  for 
a  Federal  Insurance  Commission  charged  with  tbe  regulation  of  tiie  financial 
activities  of  optionally  Federally  chartered  Insurance  companies  without  the 
benefit  of  any  empirical  studies.  If  it  is  determined  at  some  point  in  the  future 
to  be  necessary  and  cost  efFective,  I  will  be  the  first  to  support  the  passage  of 
Kucta  legislation.  To  date,  however.  I  have  seen  nothing  which  persuades  me 
to  either  the  necessity  or  the  cost  efFectiveness  of  such  a  proposal. 

In  the  area  of  consumer  protection — one  which  Is  served  best  by  responsive 
regulation — I  sm  not  persuaded  that  the  proposed  Federal  regulation  of  Insur- 
ance companies  wilt  be  any  more  responsive  or  sensitive  to  consumer  needs  than 
state  regulation  has  been.  In  fact,  the  mere  geographic  separation  which  will 
obviously  occur  pnlnts  to  a  reduced  degree  of  responsiveness  and  sensitivity 
rather  than  a  growth  of  such  sensitivity.  Grantedly.  the  proposed  Insurance 
Act  of  1977  appears  to  limit  Federal  regulation  to  solvency  matters,  and  It  can 
lie  argued  that  the  solvency  of  an  insurance  company  is  not  as  acutely  a  consumer 
issue  as  are  a  particular  ctanpany's  claims  practices,  agents  and  broken  arUvi- 
tiea,  poUcy  form  preparation  and  the  like  which  have  apparently  been  loft  to 
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the  states,  at  least  imidledlj,  by  tbe  proposed  leglslRtlon.  I  am  of  tbe  opinion 
and  It  tisB  been  my  experience  as  a  regulator  that  the  flnandal  solvency  of  a 
particnlar  inaurance  compan;  Is  directly  related  to  tbe  more  acnte  "couBumer" 
lasnee.  I  am  concerned  that  a  distance  will  develop  which  bas  historically  not 
been  tbe  case  between  regulator/public  should  the  regulatory  emphaals  shift 
to  the  Federal  Government. 

llie  regulatioD  of  tnearaDce  Is  at  times  most  localized.  In  Illinois,  for  example, 
there  are  aeveral  major  local  considerations : 

(1)  Mine  anbaldence ; 

(2)  Mobile  Ituaratice  claim  review  units  for  disasters ; 
<3)  RadUnlng  in  tbe  state's  urban  areas ;  and 

(4)  The  cost  of  product  liability  insurance  coverage  In  an  industrial  state 
such  as  the  State  of  Illinois. 

While  Illinois  does  not  suffer  from  sinkholea  or  mudslides,  nor  has  It  been 
subject  to  eartbanakes  or  hnrrlcaDes,  these  are  local  Igsues  which  are  found 
In  other  areas  of  the  United  States.  Again,  I  think  any  shift  of  regulation  away 
from  ittdlvldaaL  states  toward  Federal  Government  should  be  premised  on 
factual  determinations  that  have  found  a  lack  of  reHpoasiTeuess  and  eenaltlvlty 
on  the  local  lereL  Should  that  be  found  to  be  the  case,  I  am  Indeed  in  favor 
of  either  making  tbe  local  regulator  more  sensitive  or  responaive,  or  absent 
effectively  doing  so,  shifting  the  prlmarf  responsibility  of  regulation  where 
responsive  and  sensitive  control  can  be  fonnd. 

If  the  proposed  system  of  "dual  regulation"  is  acceptetl,  I  am  concerned  about 
tbe  relationship  between  tbe  two  regulators  and  how  that  relaUonahip  will 
affect  Ibe  regulated  industry.  I  am  concerned  about  gaps  In  regulation  where 
consistency  and  nniformity  are  most  necessary.  For  example,  moat  recent  Fed- 
eral BRISA  Statutes  have  cansed  insurance  regulators  In  the  states  some  seriona 
problems.  There  Is  growing  concern  among  state  Insurance  commissioners  and/or 
directors  about  tbe  rapid  Increase  In  what  had  been  termed  "multiple  employee 
trusts"  which,  depending  upon  your  definition  of  what  Is  "the  business  of  Insur- 
ance," should  be  regulated  by  state  Instirance  departments.  Today,  however,  a 
number  of  these  entitles  have  been  escaping  any  regulatory  control  due  to  the 
"preempttve"  language  found  In  Federal  EiRISA  Statutes.  This  preemptive 
language  bas  been  used  quite  effectively,  in  some  cases,  by  entrepreneurial 
entitles  wblch,  in  my  Judgment,  are  in  tbe  business  of  insurance  and  have  lieen 
avoiding  state  regulation  based  on  the  theory  that  the  Federal  Government  Is 
the  proper  regulatory  body  for  such  entities.  I  would  not  quarrel  with  this 
position  If  the  Federal  Government  were  regulating  these  entitles.  Unfortunately, 
for  tbe  membership  and/or  Bubscribera,  the  Federal  Government  has  yet  to 
regulate  them  at  aU.  This  Is  not  dual  regulation.  It  1b  no  regulation  when,  in  my 
Judgment,  regulation  of  some  kind  Is  most  necessary.  Concededly,  state  insurance 
departments  have  not  always  acted  consistently  and  uniformly  io  their  regu- 
latory activities  when  a  particular  Insurance  company  Is  found  to  be  operating 
in  more  than  one  state.  Hawcver.  I  have  not  yet  encountered  a  Hltuatlon  when 
no  one  is  regulating  at  all.  This  may  become  the  case,  I  am  afraid,  should  the 
proposed  dual  regulatury  scheme  become  effective. 

There  will  be  a  time  lag  before  the  newly  proposed  Federal  Insurance  Commis- 
sion can  commence  full  scale  regulation.  How  long  Is  yet  to  be  determined,  llius, 
companies  may  "escape"  regulation  for  a  period  of  time  when  In  fact  regulation 
may  be  most  vital,  I  am  concerned  that  sufficient  thought  has  not  been  given 
to  the  transition  period  between  the  option  for  a  Federal  charter  and  thus 
regulation  by  the  Federal  Insurance  Commission  and  actual  regulatory  activity 
by  that  administrative  agency.  Further,  even  when  the  Federal  Insurance  Com- 
mission has  "sufficiently  tooled  up"  to  be  regulating,  I  am  firmly  convinced 
that  there  will  be  areas  which  were  traditlonaUy  regulated  by  tbe  states  which 
will  go  unregulated  for  periods  of  time.  I  suppose  when  something  drastic  occurs, 
that  particular  area  will  be  deOned  as  Federally  controlled  as  opposed  to  state 
controlled,  but  my  concern  Is  that  It  will  take  a  "drastic  occurrence"  to  clarify 
proper  Jurisdiction.  I  can  foresee  the  development  of  a  quantity  of  case  law 
dealing  with  the  appropriate  jurisdiction  of  the  states  v.  the  Federal  Govern- 
ment as  that  Jurisdiction  relates  to  the  business  of  insurance.  In  the  the  mean- 
time, areas  of  the  business  of  insurance  which  have  traditionally  been  regulated 
by  the  states  will  lapse,  (f  you  will,  Into  the  nether-world  which  exists  between 
dual  regulators.  The  net  effect  of  this  proposed  dual  system  of  regulation  with- 
out careful  study  of  Its  necessity,  cost  and  Implementation  will  be  to  weakrai 
the  VHtem  of  regulation  rather  than  to  strengthen  it.  Again,  Is  the  public 
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Interest  seired  by  the  addition  of  another  layer  of  regnlRtlon  which,  from  my 
review  lacks  apectflc  areas  of  authority,  carefally  defined  standards  of  contnrt 
and  clearly  nnequlvocal  delineation  between  two  regnlntOTS,  state  and  B^edeiaL 
I  am  quite  frankly  afraid  that  the  proposed  l^alatlon  does  not  address  itself 
sufficiently  to  the  specifics  of  dual  regulation  which  In  my  judgment  are  necea- 
aary  if  the  proposed  legislation  Is  to  serve  Its  apparent  Intent 

Beyond  the  broad  concerns  as  to  the  necessity,  if  any,  and  the  cost  effectiveneas 
of  flttcta  regulation,  I  have  some  s)pedfic  coaceraa  with  reaped  to  the  proposed 
legtEdatlon.  For  example,  SecUou  109  aiK>earB  to  place  Federally  chartered  In- 
snrera  under  the  Federal  Anti-Trust  laws.  However,  in  the  same  section,  the 
proposed  legislation  provides  that  the  "Insurance  Commission  shall  not  adopt 
any  mle  or  regulation,  or  exercise  any  other  authority  granted  to  It  under  this 
Act  In  such  a  manner  as  to  Impose  a  burden  on  competition  not  necessary  or  ap- 
propriate In  furtherance  of  the  purposes  of  this  Act,  and  in  all  cases  shall  adopt 
the  least  anti-competitive  alternative  to  protecting  policyholders  and  the  public 
interest"  This  apparent  InconsistHii?  is  somewhat  confnalng.  la  the  propoacd 
legislation  suggesting  that  the  Federally  chartered  insurance  compudes  are 
governed  by  the  Federal  Anti-Tmst  laws,  but  the  Federal  Insurance  Commission 
may  adopt  a  rule  or  r^ulation  or  exerdse  anthority  which  is  "necessary  and/or 
appropriate"  which  imposes  a  burden  on  competition  and  must  adiqit  the  "least" 
anti-competitive  alternative  to  protect  policyholders  and  the  pnbUc  Interest?  It 
appears  then  tibat  this  Act  woulj  vest  the  Federal  Insurance  Oonuniaslon  with 
the  ability  to  adopt  rules  and  regulations  which  are  minimally  antl-eompetltlve 
which  would  otherwise  be  in  vlolatimi  of  Federal  Antt-Tmst  laws.  As  this  OcHn- 
mlttee  is  no  doubt  aware,  at  the  sufferance  of  Congress,  the  bualnees  of  Insur- 
ance la  not  subject  to  the  Federal  Anti-Trust  laws  to  the  extent  that  state  regula- 
tion controls.  I  am  very  concerned  about  the  effect  of  a  dual  system  of  rt^olation 
of  the  business  of  insurance  which  on  the  one  hand  places  Federally  chartered 
Insurers  under  the  Anti-Trust  laws,  allows  the  Federal  Insurance  Commisslou 
to  adopt  rules  or  regulations  which  may  be  anU-ocmipetitlve  howsoever  con- 
trolled by  "least  a ntl -competitive  altemativefi"  and  on  the  other  allows  the  Fed- 
eral Anti-Tmst  law  exemption  to  continue  to  exist  as  regards  non-IMerally 
chartered  Insurers  so  long  as  the  state  regulates  the  business  of  Insurance,  mie 
potential  for  inconsistency  in  the  regulation  of  Federally  chartered  insurers  and 
non-Federally  chartered  insurers  Is  massive. 

The  proposed  legislation  does  not  appear  to  address  Itself  with  any  degree 
of  specificity,  detail  or  clarity  to  Trtiat  could  potentially  be  a  serious  dichotomy 
between  what  the  Federal  Insurance  Oommlsskm  may  or  may  not  determine 
to  be  "least  entt-competltive"  and  what  state  regnlaton  have  and  continue  to 
do  in  regulating  the  tmslness  of  Insurance  In  the  marketplace.  If  the  proposed 
le^Iatlon  were  to  be  passed  In  Its  present  form.  I  fear  years  and  years  of  IIU- 
gatlon  which  would  never  nltimntely  resolve  the  Issue  and  would  effectivrfy 
throw  the  delicate  balance  of  the  place  of  the  Insurance  Industry  within  industry 
generally  In  the  United  States  Into  severe  Imbalance. 

The  proposed  IwislaUon  In  Section  107(C)  appears  to  prohibit  unfair  dis- 
crimination by  Federally  chartered  Insurers  In  refusing  to  Insure  Individuals 
solely  because  of  age,  sex,  race,  religion  or  national  origin.  This  is  purely  a 
laudable  objective.  However,  I  am  concerned  about  the  coordination  of  the 
Commission's  rules  and  regulations  relative  to  the  enforcement  of  this  pro- 
vision, and  how  those  rules  and  regulations  would  Interact  with  Individual  state 
efforts  to  eliminate  such  arbitrary,  unfair  discrimination.  Further,  while  the 
proposed  legislation  prohibits  unfair  dlscrimiuation  in  certain  areas.  It  appears 
to  conclude  that  rates  and/or  premiums  will  not  be  oonsidered  to  be  unfairly 
discriminatory  If  such  rates  and  preroinms  are  supported  by  empirical  evidence 
demonstrating  that  the  creation  of  classes  ordinarily  discriminatory  on  their 
face,  are  reasonably  "predictive  of  and  significantly  correlated  to  loss  and  expense 
experience."  The  relationship  between  the  determination  of  unfair  discrimina- 
tion and  discrimination  based  on  loss  and  expense  experience  is  further  compli- 
cated by  the  assurances  by  the  author  of  the  bill  that  it  will  not  impinge  on 
individual  state  rating  or  premium  review  anthority.  The  iwoposed  legtslatton's 
Section  204  regarding  the  applicability  of  state  law  Is  another  area  of  concern. 
There  Is  a  marked  lack  of  clarity  as  to  the  Intention  of  the  Act  as  relat(«  to  the 
taxati<Hi  of  optionally  Federally  chartered  Insurers  by  Individual  states.  The 
State  of  Illinois  derives  a  slgnUcant  amount  of  revenue  from  the  taxation  erf 
Insurance  companies  doing  boslness  within  its  border.  The  effect  and  l^riatlve 
intent  of  Section  2IH  *b  it  retates  to  state's  taxation  of  the  bualnese  of  Insnranca 
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Begardlng  the  pm^kwoI  for  a  VMeral  Ouorantf  Fond,  aereral  Individual  and 
specific  coDcerna  are  of  note.  Under  the  propoeed  language  of  Section  104,  the 
Qoarantr  Fnnd  woald  aasume  all  policy  obligations  of  the  insurer.  Yet  under 
SecttMi  102.  it  amiean  that  there  is  an  exclnslon  for  the  guaranteed  insurer's 
reinsured  obligations  ttom  coverage  by  the  Guaranty  Fund.  I  am  concerned  that 
this  would  necessitate  a  potential  claimant  pursuing  recourse  against  both  the 
Guaranty  Fund  and  the  reinsurer,  thus  being  excessively  burdrasome  If  not 
potentially  unavailable  at  alL 

ntera  is  a  simple  question  which  the  proposed  legislation  does  not  answer, 
and  that  is,  when  does  the  Guaranty  Fund  initiate  paying  claima?  Again,  Section 
104  r«qnlrea  an  "adjudicated  insolvent  insurer"  while  Section  102  provides  that 
an  inaorer  be  in  "default."  It  Is  vital  that  the  Interaction  of  the  Guaranty  Fund's 
assnmpUtm  of  obllgatlona  be  clearly  delineated  by  and  expressly  provided  for. 
Further,  the  Interaction  between  the  Guaranty  Fund's  assumption  of  obligationa 
does  not  at  all  rdate  to  state  liquidation  procedures  which,  frankly.  In  the 
case  of  Instrivuit  Insures  have  proven  to  be  quite  effective.  Nor  does  the  language 
rriatlTe  to  the  Guaranty  Fund's  assumption  of  obligations  relate  in  any  way  to 
state  Uqnldatlon  procedures  which  are  necessary  to  terminate  the  livelihood  of  a 
state  licensed  inanier. 

Under  Section  102  of  the  proposed  legislation,  the  Insurance  Oranmisslon  shall 
establish  and  collect  from  each  Insurer  guaranteed  under  this  Act  an  annual  fee 
calculated  as  a  percoitage  of  its  net  direct  premiums,  and  such  fee  may  not 
exceed  one  foarth  <rf  one  percent  per  year.  However,  the  proposed  language  goes 
oa  to  say  that  the  "Gonuuission  may  establish  different  levels  of  fees  for  different 
*^pes'  of  iasutera"  and  nowhere  in  the  Act  is  the  word  "type"  defined. 

^e  Capital  surplus  requirement  as  set  forth  in  Section  103  is  not  deflned 
either  for  the  Guaranty  Fund  or  for  purposes  ot  chartering  a  potential  Federally 
regulated  insurer  under  Section  202. 

Vhile  I  am  sure  some  of  the  particular  Inconsistencies  of  the  Act  are  subject  to 
amendment,  my  ptupose  in  pointing  them  out  Is  to  d^nonstrate  that  I  am  not  cou- 
vlnced  or  persuaded  that  sufficient  thought  has  been  given  to  the  overall  effects  of 
what  I  GonddM  to  be  a  drastic  shift  In  the  r^ulatory  scheme  of  the  business  of 
Insniance  In  the  United  States.  In  fact,  what  has  been  proposed  as  a  plan  for  the 
H^taniinf  np,  iDCiease  and  improvement  of  the  quality  of  insurance  company 
r^nlatlon,  may  well  indeed  do  precisely  the  oppodte.  T^e  possibility  of  the  col- 
lapse of  an  Indlvidnal  company  engaged  In  the  business  of  insurance  ts  Indeed  real. 
To  suggest  otherwise  Is  Incorrect.  However,  it  may  be  equally  wrong  to  suggest 
that  because  individual  Insurance  companies  face  the  possibility  of  Insolvency,  an 
untested  and  unstudied  system  of  dual  regulation  should  be  established.  I,  not 
unlike  Senator  Brooke  and  indeed  perhaps  more  so  out  of  my  responsibilities  and 
oUigattons  as  the  Director  of  Insurance  of  the  State  of  Illinois,  am  concerned 
about  the  financial  stability  of  Insurance  companies.  It  la  out  of  this  concern  that 
I  have  carefully  reviewed  the  proposed  Federal  Insurance  Act  of  lOTT.  After  this 
review  and  the  review  of  related  materials  available  to  me  In  my  state,  from  my 
limited  exi)erience  as  a  regulator  in  one  state,  I  must  conclude  that  the  proposal 
mi  Its  face  will  not  increase  the  stability,  financial  or  otherwise,  of  Insurance  com- 
panies doing  business  either  in  nilnoiB  or  elsewhere.  Without  careful  and  syste- 
matic analyalB  of  the  necessity  and  cost,  together  with  the  particular  language  of 
proposed  legislation,  I  must  respectfully  oppose  the  passage  of  the  proposed  Fed- 
eral Insurance  Act  of  1977.  I  assure  you  my  (^position  is  not  the  product  of  a 
reHect  "states'  rights"  mentality.  I  am  in  favor  of  professional  and  responsible 
regulation  in  the  public  interest  and  I  am,  frankly,  not  persuaded  that  the  public 
will  be  served  1^  the  proposed  8. 1710, 

The  Chairman.  Our  next  witness  is  Mr.  James  Stone. 

STATEMEm  OF  JAMES  H.  STOHE,  INSURANCE  COMHISSIOHER, 
COHMOKWEAITH  OF  UASSACHUSETIS,  ACCOHFAKIED  BT  KEITH 
E.  KOSHET,  BEPUTT  COHUISSIOIIER  OF  INSITBAirCE,  COMKOK- 
WEALTH  OF  MASSACHUSETTS 

Mr.  Stone.  Thank  you,  Mr.  Chairman. 
[Complete  statement  follows :] 
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Mr.  CbalrmaD,  I  appreciate  the  opportuoitj  to  comment  tills  morning  on  Senate 
Bill  1710.  In  my  view,  Senator  Brooke's  bill  to  permit  Federal  cbaiteriug  of  Insur- 
ance companies  has  already  accompllBhed  sometblng  of  importaoce.  It  baa  fos- 
tered a  long  overdue  debate  on  the  appropriate  I'ederal  role  In  Insurance  regula- 
tion. While  I  can  not  urge  pasHage  of  Saaate  1710  as  It  is  presently  drafted,  my 
opinion  of  the  bill  Is  essentially  favorable.  I  can  not  share  tbe  sentiments  of  those 
state  Commlasloners  who  feel  that  an;  Federal  scrutiny  of  the  insurance  bualaesa 
represents  an  unwarranted  encroacbment  upon  the  rlgbts  of  the  sovereign  states. 
On  tbe  contrary,  I  regard  an  Increased  Federal  presence  la  the  regulation  of  Insur- 
ance as  both  iaevl table  and  desirable. 

To  those  unfamiliar  with  the  subject,  It  most  be  a  source  of  some  mystery  that 
the  Insurance  business  Is  not  already  regulated  on  tbe  Federal  leveL  The  reason 
lies  In  a  quirk  of  history.  In  1869,  the  United  States  Supreme  Court,  In  Paul  v. 
Virginia,  ruled  by  some  abstruse  logic  that  the  business  of  Insurance  was  not 
"commerce".  If  Insurance  was  not  commerce,  of  course.  It  certainly  could  not  be 
Interstate  commerce,  and  thus  there  was  no  constitutional  authority  for  Federal 
regulation.  Accordingly,  when  the  Sherman  Act  and  tbe  Clayton  Act  were  passed 
many  decades  later.  Insurers  were  automatically  presumed  to  be  excluded. 

Insurance  was  similarly  left  out  when  the  New  Deal  brought  the  second  great 
waTe  of  regulation.  Under  this  peculiar  umbiells  of  protection,  Insurance  com- 
panies were  free  for  many  years  to  violate  with  impunity  the  anti-trust  and 
business  practice  standards  whicb  bound  virtually  every  other  industry.  Had  it 
not  been  for  Paul  v.  VirginUl,  there  would  very  likely  be  a  Federal  Insurance 
Commission  today,  and  Senate  1710  would  be  unnecessary. 

The  legal  environment  changed  dramatically  for  insurance  companies  tn  1944. 
The  Supreme  Court  reversed  its  earlier  position  and  declared,  in  United  State!  v. 
South-Eastern  Underwriters  Agtociution,  tbat  insurance  had,  in  fact,  been  com- 
merce all  along.  To  hold  oB  a  Missouri  Indictment  of  twenty-seven  Insurance 
executives  for  criminal  anti-trust  violations,  Congressional  protection  had  to  ba 
sought  by  the  industry.  A  massive  lobbying  effort  was  constructed  and  Congress 
responded  in  1M5  with  the  passage  of  the  McOarran-Perguson  Act.  McCarran- 
i'^rguaon  restored  tbe  exemptions  of  Insurance  from  the  Federal  Trade  Com- 
mission Act  and  most  of  tbe  Sherman  and  Clayton  Acts,  but  only  to  the  extent 
that  insurance  was  regulated  under  state  law.  Continued  state  regulation  vras 
thus  reinforced  by  spedBc  Congressional  actfMi.  A  nineteenth  century  court  de- 
cision and  a  twentieth  century  legislative  act  constitute  the  principal  reasons 
why  insurance  today  remains  the  largest  national  Industry  subject  primarily  to 
regulation  at  the  state  level. 

Since  the  passage  of  McCarran-Ferguson.  state  regulation  has  held  undisputed 
primacy  in  matters  of  Insurance.  The  arguments  for  a  Federal  presence,  though, 
have  never  quite  been  stilled.  It  is  generally  agreed  that  the  Federal  goveriunent 
(.'ould  provide  a  useful  standardization  across  state  lines  In  most  aspects  of  the 
regulatory  function.  It  is  widely  accepted  that  Federal  Jurisdiction  would  more 
closely  match  the  Interstate  nature  of  the  regulatees.  The  economies  of  scale  that 
would  result  from  a  single  regulatory  agency  Instead  of  fifty  are  hard  to  dispute. 
To  these  arguments  I  would  add  one  more.  The  active  scrutiny  of  the  national 
press  corps  tends  to  provide  a  better  shelter  at  the  Federal  level  against  incom- 
'  petence  and  Inappropriate  Influence  than  exists  at  the  local  levels.  Arguments 
for  ctHitlnued  state  regulation  usually  revolve  around  the  need  for  flexibility  and 
experimentation  from  state  to  state.  Companies,  and  some  consumer  groups,  feel 
that  they  have  more  access  to  regulators  on  a  localized  basis  than  they  wonld  in 
AVashlngton.  The  Issue  is  not  easily  resolved  In  abstract  terms. 

A  functional  analysis  of  the  work  of  Insurance  Departments  provides  some  use- 
ful specificity.  Our  work  In  the  Msssachusetts  Department  can  be  divided  into 
three  categories,  each  potentially  dltferent  with  respect  to  the  appropriate  Fed- 
eral role : 

First,  there  is  Solvency  Protection  and  Company  Licensing.  Budget  allocatloDS 
for  this  f;unction  have  traditionally  been  higher  than  for  all  our  other  jobs  com- 
bined. We  must  evaluate  every  new  applicant  wishing  to  do  busineaa  as  an 
Insurer. 

We  examine  every  licensee  on  a  triennial  basis.  We  seek  to  prevent  Insolvencies 
and.  If  unsuccessful,  we  must  manage  tbe  receiverships.  In  my  Judgment,  there 
Is  every  reason  to  believe  that  the  Federal  government  could  do  a  better  Job.  State 
e'xamlnlng  persMmel  are  chronically  underpaid  almost  everywhere.  Pre-ltcenalng 
examinations  are  redundantly  performed  up  to  fifty  separate  times.  "Rie  various 
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Btatea  sqnabtile  over  control  and  order  of  pajtnent  wbenever  an  Inaolvenc;  occurs. 
Truly  interstate  businesses  ought  to  be  Federally  chartered  and  examined. 

-Senate  BUI  1710  la  soundly  drafted  with  resitcct  to  examinations  and  IneoWency 
protectfona  l%e  framework  for  the  Independent  regulatory  commlasloD  It  pro- 
poses Is  far  snperior  to  the  present  constmction  of  the  Federal  Insurance  Admin- 
latnitlcm.  The  Federal  Insurance  Guarantee  Fund  it  would  establlab  Is  aorely 
needed  to  coordinate  interstate  receiverships  and  to  assure  coverage  in  those 
states  without  insolvency  funds. 

A  second  set  of  Insurance  Department  duties  relates  to  the  Monitoring  of 
Business  Practices  of  companies  and  agents.  1%e  Massachusetts  Department 
deals  with  over  10,000  consumer  cvmplalnts  every  year.  Some  are  resolved  when 
the  appUcaMe  law  and  contract  terms  are  carefully  explained  to  the  ctmsumer. 
Others  trigger  Informal  or  formal  settlement  hearings.  The  most  serious  result  la 
investigations  by  our  staff  and  ultimately  may  lead  to  disdplinary  actions.  The 
Department  continually  surveys  insurer  advertising  and  examines  policy  forms 
for  truthfulaese  and  clarity. 

In  these  areas,  there  is  a  less  compelling  need  for  Federal  assistance  than  in 
protection  against  Insolvency.  1  cantiot  fault  Senate  Bill  ITIO  Cor  leaving  the 
supervision  of  business  practices,  at  least  for  the  immediate  future,  at  the  state 
level.  On  some  later  occasion,  were  tbls  bill  to  become  law,  I  would  probably 
recommend  that  the  Federal  Insurance  Commission  be  authorized  to  look  at  the 
interstate  business  practices  of  insurers.  Too  many  Improper  practices  are 
repeated  in  state  after  state,  and  too  much  Jurisdiction  confusion  arises  when 
improprieties  are  conducted  across  state  lines. 

Kate  regulation  lii  the  casually  lines  comprises  the  third  element  of  Insurance 
Department  responsibility.  It  receives  the  lion's  share  of  public  attention  and  it 
is,  by  far,  our  most  difficult  task.  Commissioners  must  not  only  seek  to  prevent 
insurers  from  reaping  excess  profits;  they  are  also  charged  with  maintaining 
markets  where  insurers  are  unwilling  to  write  and  with  assuring  that  the  relative 
rate  structure  for  all  policyholders  is  fair  and  non-dlscrlmlnatory.  Senate  Bill 
1710  would  take  a  step  forward  by  repealing  the  McCarran-Ferguson  anti-trust 
exemption.  There  Is  little  evidence  that  state  regulation  holds  dotrn  overall  profit 
margins  more  effectively  than  would  vigorous  antl-tnist  enforcement.  Unfor- 
tunately, though,  Senate  Bill  ITIO  would  take  a  step  backwards  In  freeing  in- 
surers from  state  laws  which  regulate  relative  rate  structures  outside  of  the 
compulsory  pools  and  assigned  risk  pinns. 

This  year  has  seen  a  great  turmoil  in  Massachusetts  concerning  the  price  of 
automobile  insurance.  My  experieuces  in  recent  months  have  i>ersuflded  me  that 
competition  among  insurers  is  not,  and  may  never  be,  sufficient  to  assure  an 
equitable  rate  structure.  Insurance  prices  are  not  marginal  cost  prices.  They  are 
crude  estimates  of  future  cost  based  on  group  -statistics.  I  am  not  convinced  that 
young  male.'*  with  perfect  driving  records  slionid  pay  more  (han  young  females 
just  because  a  relatively  small  fraction  of  other  males  have  poor  driving  records. 
I  am  not  convinced  that  urban  residents  should  bear  the  Imrden  of  comnluting 
traffic  which  raises  the  likelihood  of  their  being  Involved  in  collision  accidents. 
I  am  not  convinced  that  the  honest  people  of  our  cities  should  pay  the  full 
freight  for  the  social  problem  of  urban  crime,  which  raises  the  cost  of  theft 
insurance. 

New  thought  is  evolving  around  the  country  on  these  Issues.  The  Massachu- 
setts Department  intends  to  study  them  carefully  at  a  hearing  to  be  held  next 
month.  Senate  Bill  1710  would  remove  the  state's  authority  to  demand  a  fairer 
rating  structure.  This  is  one  case  where,  during  a  period  of  evolutionary  thought 
state-by-state  experimentation  Is  extremely  valuable.  Federal  law  might  be  useful 
some  day  in  mandating  an  i^qultable  rate  structure.  It  Is  counterproductive  If  it 
freezes  in  the  status  guo.  Senate  Bill  ITIO  would  be  a  better  bill  If  It  simply  de- 
leted the  sections  dealinR  with  rate  regulation. 

Mr.  Chairman.  I  urge  you  to  approach  Senate  Bill  ITIO  with  an  open  mind.  Do 
not  be  overly  concerned  that  I^eral  regulation  of  Insurance  appears  to  con- 
tradict historical  precedent.  Do  not  be  overly  calmed  by  those  who  would  assDre 
you  that  all  Is  well  with  regulation  by  the  fifty  states.  Federal  scrutiny  of  the 
insurance  busineBB,  particularly  with  respect  to  its  financial  soundness,  should 
have  been  established  long  ago. 

With  me  this  niomiDg  is  Deputy  Commissioner  Keith  K.  Hodney  of  the  Massa- 
chusetts Insurance  Department.  Mr.  Rodney's  responsibilities  with  the  Depart- 
ment include  superviWon  of  our  entire  examination  and  solvency  protection 
effort.  He  Is  a  CP.A.  by  background  and  just  this  summer  served  as  receiver  In 
the  snccessful  rebaMUtatlon  of  a  troubled  domestic  life  insurance  company.  His 
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Mr.  Chalrmaa  and  Committee  Members,  1  support  the  sectloas  of  tbls  bill 
which  deal  with  the  regulaUon  o(  insurer  flnandal  soundiiees.  The  regulation  of 
the  financial  stability  of  companies  doing  Interstate  bualneae  and  the  administra- 
tion and  funding  of  insolvencies  should  not  be  done  on  a  fragmented  stat«-by-Btate 
basis.  The  present  afty-state  regulatory  structure  acts  to  complicate  the  procefis 
of  regulatiou  and  adds  significant  duplicative  costs.  Proof  of  the  system's  weah- 
ness  is  easy  to  find.  State  audita  were  not  effective  in  identifying  or  preventing 
the  insolvencies  of  Equity  Funding,  Gateway  or  twenty-one  other  companies  in 
the  last  several  years. 

The  states  are  not  likely  to  remedy  tbe  problems  which  account  for  their  lack 
of  success  in  this  area.  State  examiners'  salaries  are  often  insufficient  to  attract 
competent  auditors.  The  average  entry  level  salary  is  approximately  $11,000  In 
New  England  Departments.  This  compares  with  approximately  $15,000  offered 
by  private  CPA  firms.  There  Is  no  easy  solution  to  the  Jurisdictional  disputes  over 
examinations.  Many  states  are  free  to  participate  independently  in  each  audit. 
This  often  results  in  the  performance  of  costly  and  unnecessary  repetitive  audit 
work.  An  even  greater  Justification  for  federal  financial  regulation  becomes 
apparent  when  companies  are  In  financial  difficulty. 

in  1&75,  the  Summit  Insurance  Company  became  insolvent  and  a  receiver  was 
apiKiinted  in  New  York.  Most  other  states  appointed  ancillary  receivers  and  tilred 
counsel  to  be  paid  out  of  Summit's  assets.  The  ancillary  receivers  fought  over 
payment  priorities  so  New  York  had  to  hire  local  counsel  in  several  states.  Includ- 
ing Massachusetts,  They  were  also  paid  out  of  Summit's  assets.  As  a  result,  pay- 
ments to  Summit  policyholders  were  delayed  for  many  months.  An  unreasonable 
share  of  Summit's  assets  was  consumed  by  the  Jurisdictional  disputes. 

Two  weeks  ago,  the  Empire  Mutual  Insurance  Company  was  placed  into  re- 
habilitation and  declared  insolvent  in  New  York.  Only  New  York  State  poUciee 
now  remain  In  force  and  only  claims  by  New  York  residents  will  now  be  paid. 
Out-of-state  policies  are  being  cancelled  and  no  claims  are  being  paid.  Yet.  many 
state  insolvency  funds  are  refusing  to  pay  the  claims  in  their  states  because  the 
company  Is  not  being  liquidated.  As  of  today,  there  is  no  mechanism  for  paying  a 
penny  to  non-New  York  policyholders. 

We  are  fortunate  that  there  has  not  been  a  major  Ufe  insolv«tcy  in  recent 
years.  Most  states,  Includltig  ItlassHChnaetts.  provide  no  Insolvency  protection  at 
all  for  life  and  health  insurance.  Unpaid  policyholder  claims  in  these  tines  would 
produce  personal  catastrophes  far  worse,  in  many  cases,  than  those  in  casualty 
lines. 

llie  Federal  Insurance  Guarantee  Fund  suggested  by  Senate  1710  Is  an  excel- 
lent model  for  better  consumer  protection.  Like  the  Federal  Deposit  Insurance 
Corporation  la  banking,  it  would  provide  far  better  financial  security  for  the 
public  than  any  state  system  Is  ever  likely  to  do. 

The  Chairman.  Well,  thank  you  very  much.  I  take  it— what  is  your 
name,  sir? 

Mr.  Hasten.  I'm  Michael  Hasten,  general  counsel  for  the  Depart- 
ment of  Insurance  for  Illinois. 

The  Chairman,  Fine.  I  take  it  you  have  no  statement  ? 

Mr.  Hasten.  No,  Senator. 

The  Chadiman.  All  right.  The  witnesses  that  we  have  here  certainly 
provide  a  good  variation  in  view,  which  is  very  liealthy  and  useful.  I 
want  to  one©  again  congratulate  Senator  Brooke  on  introducing  this 
bill.  I'm  not  a  cosponsor  of  it.  I  may  oppose  it,  but  I  think  it's  an  excel- 
lent initiative  to  provoke  the  kind  of  full-fledged  open  debate  on  the 
problems  involved  that  we  have  needed.  We  liaven*t  done  this  and  I 
think  we  now  have  an  opportunity  to  do  it. 

Furthermore,  it's  not  a  mandatory  proposal.  It's  a  voluntary  pro- 
posal. No  insurance  company  is  forced  to  become  regulated  by  the 
t'ederal  GovBmmenL  They  can  volunteer  if  they  wish  to  do  so,  aa  I 
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understand  it,  to  get  s  Federal  charter  and  th«i  they  would  be  under 
Federal  regulation. 

Furthermore,  it  has  the  ^reat  advantage,  aa  I  see  it,  of  providing 
for  those  insurance  companies  that  do  opt  to  go  Federal  to  be  subject  to 
antitrust  laws  and  therefore  to  provide  a  greater  d^ree  of  price  compe- 
tition to  the  benefit  of  consumers  than  we  have  had  in  the  past 

Having  said  all  that,  I  wonder  if  we  do  have  much  of  a  case  really  for 
a  new  Federal  agency  to  step  in  on  this  basis.  We  have  the  cost  issue 
Mr.  Kinder  so  ably  expressed  and  I  would  like  to  ask  first,  Mr.  Stone, 
if  we  really  have — in  relationship  to  the  size  of  this  industry — after 
all,  with  premiums  of  $57  billion  a  yeaiv-do  we  really  have  any  kind 
of  record  of  abuse,  record  of  loss,  that  would  warrant  a  new  initiative 
of  this  kind  ?  Irai't  this  an  industry  that  functions  rather  well  in  spite 
of  the  antitrust  limitations  still  with  quite  vigorous  ccHupetition? 
What  is  the  case  under  these  circumstances  for  moving  or  having  the 
Federal  Government  move  in  with  all  the  shortcomings  and  weak- 
nesses that  Federal  regulatira  has  exhibited  in  the  past  in  so  many 
areas? 

Mr.  Stone.  Well,  Mr.  Chairman,  if  the  standard  for  establishing  a 
Federal  agency  was  that  there  hod  to  have  been  a  disaster  or  there  had 
to  be  a  disaster  priding,  I  guess  I  would  say  that  there  is  not  a  stroi^ 
case.  I  think  that  the  case  is  based  more  on  the  commongense  and  effi- 
ciencies of  some  standardized  regulation  rather  than  any  potential 
disaster. 

I  would  think  that  there's  a  good  case  for  having  a  FederaJ  regula- 
tory presence  any  time  you  have  a  business  which  is  as  large  as  this 
one,  which  demands  regiilati<Hi  at  some  level  of  government  as  this 
one  does,  and  which  is  so  truly  interstate  in  nature. 

I'm  not  certain  that  the  burden  of  proof  should  be  so  high  as  you 
surest. 

The  Chairman.  Well,  the  only  concrete  data  that  I  have  seen,  Sen- 
ator Brooke  pointed  out  there  was  a  $7  billion  or  $8  billion  casualty 
loss.  Mr.  Rodney  has  referred  to  the  Empire  casualty  failure  and  the 
fact  that  some  policy  holders  aie  losing.  It  would  seem  that  then- 
should  be,  in  an  industry  as  comprehensive  and  covers  liter^ly  mil- 
lions of  American  businesses  and  families,  a  clear  documentation  of 
need  than  we  have  here  for  this  kind  of  additional  departure. 

In  view  of  the  arguments  that  the  other  gentlemen  have  made  that 
we  are  trying  to  move  against  unnecessary  agencies  with  sunset  laws 
and  trying  to  end  regulation  where  we  have  it  and  trying  to  eliminate 
t-edtape  and  duplication  as  much  as  possible 

Mr.  Stone.  Well,  I  can't  give  an  answer  that  meets  that  standai-d, 
but  I  guess  I  feel  that  a  stronger  a  priori  case  exists  for  Federal  regu- 
lation than  these  do  even  for  State  regidation;  that  if  there  were  no 
regulation  at  all  of  insurance  and  we  were  trying  to  constnict  the 
most  reasonable  regulatory  system,  we  would  probably  set  it  up  on  a 
Federal  level.  So  much  of  the  business  is  interstate,  particularly  the 
financial  practices  and  insolvency  work,  that  it  would  seem  to  me 
that  it  was  only  because  of  what  I  think  was  essentially  a  mistake  of 
the  U.S.  Supreme  Couit  in  the  19th  century  that  this  didn't  happen  in 
the  first  place. 

The  Chairman,  Well,  you  can  say  that.  The  absence  of  action  on 
the  part  of  Congress  and  on  the  part  of  Presidents  oi  fwe,  \^-w.\»A. 
States  failing  to  call  for  this  for  over  200  years  \iaa  mdicBARA.  \^ffl.\.'On»^. 
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need  wasn't  perceived.  As  you  know,  there's  been  an  awful  lot  of  prog- 
ressive, reform-minded  Confressmen  and  Presidents  in  the  past. 
Franklin  Koosevelt  never  called  for  it.  Woodrow  Wilson  never  called 
for  it. 

Mr.  Stone.  They  couldn't  have.  Only  after  1944  did  the  U.S.  Su- 
preme Court  recognize  that  insurance  was  interstate  commerce. 

The  Ckaibhan.  YouVe  got  John  Kennedy  and  Lyndon  Jirfinson 
and  a  lot  of  other  fine  Democratic  Presidents. 

Mr.  Stone,  Yes ;  that's  correct. 

Senator  SoHum.  Would  the  Senator  yield  f 

The  Chwbman.  Yee. 

Senator  Schmttt.  I'm  not  so  sure  Franklin  Boosevelt  worried  about 
the  Supreme  Cojirt  in  the  early  da^.  [Laughter,] 

The  Chairman.  Well,  Mr.  Kinder.  I  think  Mr.  Stone  has  made 
some  good  points,  as  has  Senator  Brooke.  After  all,  this  is  a  huge, 
huge  business  and  to  pretend  it  doesn't  represent  interstate  commerce 
is  pretty  unrealistic.  The  largest  corporation  in  our  State  of  Wis- 
consin, for  instance,  is  Northwest  Mutual  Insurance  Co.  with  over  $7 
billion  in  assets — mammoth — dwarfs  the  banks  and  everything  dse 
and,  of  course,  it's  clearly  an  interstate  commerce.  There's  no  ques- 
tion about  it,  at  least  in  interstate  relationships. 

Yet  these  firms  are  regulated  only  at  the  State  level.  Isn't  it  in- 
efficient, ineffective  for  50  different  States  to  examine  and  license  the 
same  large  companies  over  and  over  again  with  differing  approaches, 
differing  views,  differing  rules!  Doesn't  it  make  sense  in  that  way  to 
provide  at  least  an  option  on  a  voluntary  basis  for  a  truly  national 
insurance  company — and  so  many  of  them  are — to  go  national !  Why 
wouldn't  that  be  a  reasonable  approach  ? 

Mr.  Kinder.  Well,  I  believe  that  since  these  others  are  in  place  and 
have  been  functioning  that  the  introduction  of  the  Federal  effort 
would  be  an  additional  set  of  rules  which  each  of  the  companies 
plainly  would  be  subject  to  and  it  would  add  further  to  that  work 
effort  that  you  described. 

I  believe  that  once  a  company  has  gone  through  the  admission 
process  in  the  several  jurisdictions  it  does  not  find  the  renewal  proc- 
ess— that  is,  the  subsequent  examinations  and  renewal  of  its  certifi- 
cate of  authority  in  the  different  States— to  be  a  particularly  onerous 
.  burden.  I  think  if  that  were  true  and  the  insurers  believed  that  a 
single  regulatory  agency  would  provide  relief  from  a  heavier  burden, 
that  they  would  be  here  urging  the  adoption  of  this  legislation. 

The  Chairman.  Do  you  agree  with  that,  Mr.  Stone?  Do  you  feel 
there  wouldn't  be  an  elimination  of  some  duplication  if  we  had  the 
Brooke  bill  law?  Wouldn't  it  be,  to  some  extent  at  least,  an  opportu- 
nity for  firms  to  come  under  a  Federal  regulation?  Wouldn't  they  be 
able  to  escape  from  some  of  the  duplicating  restrictions  that  they 
have  got  with  50  Stat«s? 

Mr.  Stone.  One  of  the  reasons  that  I'm  attracted  to  parts  of  this 
bill  is  that  I  would  assume  that  if  the  Federal  Government  were  per- 
forming examinations  that  some  of  the  examination  load  now  oh  the 
States  would  be  lifted.  Both  from  the  point  of  view  of  the  companies 
and  from  the  point  of  view  of  the  State  treasuries,  that  expense  and 
that  burden  would  be  gone  because  the  Federal  Government  would 
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be  perfonning  it  and  smnewhat  better.  That's  an  assumptitHi  tbat  I 
make. 

If  it's  solely  ao  addition  to  regulation,  then  I  might  feel  somewhat 
differently  about  it 

The  Chairiun.  Let  me  ask  Mr.  Mathias  if  he  could  respond  to  this. 
You  indicated  I  believe — and  perhaps  I  misjudged  your  statement — 
that  the  Federal  chartering  section  of  S.  1710  which  would  bring  par- 
ticipating companies  under  the  Federal  antitrust  laws  would  not  work 
in  the  interest  of  the  consumers  and  would  ultimately  lead  to  Federal 
rate  regulation. 

On  uie  other  hand,  the  Justice  Department  testified  yesterday  that 
the  structure  of  the  insurance  industry  is  basically  competitive  and 
one  of  the  industry  witnesses  appearing  later  today  contends  that  open 
competition  laws  in  some  States  have  been  working  well. 

Why  do  you  believe  tbat  competition  and  antitrust  enforcement 
would  be  ineffective  substitutes  for  State  rate  regulation  and  would 
lead  to  rate  regulati<Hi  at  the  Federal  level  i 

Mr,  Mathias.  Well,  in  Illinois  we  do  have  the  most  open  of  open 
competition.  I  do  believe  that  a  competitive  system  is  in  the  best  in- 
terest of  the  consumer.  I  believe  that  my  concern  about  this  proposal 
is  baaed  aa  a  number  of  items,  one  of  which  is  the  effect  that  it  will 
have  on  State  regulation.  We  have  not  well  defined  at  all  the  startup 
problems  of  a  Federal  regulatory  concern.  One  of  the  problems  that 
we  are  now  facing  in  our  State  is  how  to  deal  with  the  recent  tyjw 
multiple  employer  trusts  and  I  think  you  could  carry  the  analogy  for- 
ward to  the  startup  of  a  Federal  r^ulatory  agency,  whether  there 
will  be  dramatic  gaps  in  regulation  during  the  transition  period. 

And  my  comments  were  directed,  Senator,  to  the  question  of:  No.  1, 
has  the  system  of  Stat«  regulation  been  proven  to  be  so  inadequate  that 
a  new  Federal  role  is  required  and  the  cost  of  that  new  regulation 
and  its  effect  upon  State  regulatory  activities  ? 

As  far  as  the  McCarran  Act  and  competitive  rating  or  regulating 
competition,  it's  the  philosophy  of  the  Itepartment  of  Insurance  that 
that  is  an  appropriate  manner  for  companies  to  compete  and  for  de- 
partments to  regulate. 

The  Chahiman.  Senator  Brooke.  My  time  is  up. 

Senator  Brooke.  Thank  you,  Mr.  Chairman. 

Mr.  Kinder,  I  certainly  was  not  surprised  at  the  position  that  was 
taken  by  the  National  Association  of  Insurance  Commissioners,  but 
sometimes  I  think  the  association  makes  a  mistake  when  it  comes  in 
talking  about  massive  overbeaming  Federal  regulation.  That  cer- 
tainly is  not  the  intent  of  S.  1710. 

And  then  you  speak  about  the  underwriting  losses  and  you  say,  well, 
the  most  important  thing  is  the  bottom  line — if  you  lose  $7  or  $8  bil- 
lion, you  can  make  it  up  in  investments.  That's  all  right,  but  I  dont 
believe  you  want  to  see  $7  or  $8  billion  in  underwriting  losses.  I  cant 
conceive  that  the  industry  is  satisfied  with  that  record. 

And  there  was  potential  disaster  a  few  years  ago  but  you  state  that 
S.  1710  meets  no  demonstrated  need.  And  while  it's  certainly  true 
that  we  are  not  today  faced  with  an  immediate  crisis,  I  cannot  agree 
that  no  need  has  been  demonstrated. 
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Kow  yesterday  we  heard  testimony  from  Chairman  Harold  Wil- 
liams of  the  SEC  of  the  quality  of  insurance  regulation  across  the 
country  is  uneven,  that  some  States  are  not  properly  staffed  to  regu- 
late foi-  solvency  purposes.  Commissionpr  Stone  touched  upwi  that 
himself  in  his  testimony  this  morning.  Then,  even  with  its  limited 
regulatory  responsibility  for  the  insurance  industry,  the  SEC  has 
uncovered  several  cases  of  serious  abuses,  most  of  which  apparently 
were  not  detected  by  State  insurance  departments  before  SEC  inves- 
tigation. And  the  SEC  feels  compelled  to  expand  the  limited  staff  it 
has  assigned  to  insurance  investigations. 

Then  testimony  was  also  received  yesterday  calling  into  question 
the  extent  to  which  we  can  rely  on  the  NAIC  convention  statement 
which  requires  neither  an  audit  by  independent  accounts  nor  periodic 
reporting. 

Then  Uobert  Hunter  of  the  Federal  Insurance  Administration  yes- 
terday revealed  that  while  surplus  lines  insurance  business  is  expand- 
ing rapidly.  State  guarantee  funds  offer  no  protection  to  out-of-State 
insurers,  and  failures  such  as  the  recent  failure  of  the  AH  Star  Insur- 
ance Co.  will  leave  some  policyholders  without  any  protection. 

Commissioner  Stone  and  Deputy  Conmiissioner  Rodney  testified 
this  moming  that  most  State  examiners'  salaries  are  insufficient  to 
attract  competent  auditors,  that  multiple  examinations  by  the  sev- 
eral States  result  in  the  performance  of  costly  and  unnecessary  repeti- 
tive audit  work  by  the  States. 

Then  it's  been  revealed  that  since  the  Empire  Mutual  Insurance  Co. 
was  declared  insolvent  2  weeks  ago  there's  no  mechanism  for  paying 
claims  of  non-New  York  policyholders. 

Then  most  States  have  yet  to  adopt  laws  providing  guarantee  fund 
protection  for  life  insurance  policies. 

Then  State  insurance  guarantee  funds  have  yet  to  cope  with  a  major 
insurance  company  failure  and  many  knowledgeable  observers  ques- 
tion their  ability  to  do  so. 

Now  I  could  go  on  and  on,  but  my  point  is  that  your  statement  that 
no  need  has  been  demonstrated,  in  my  opinion,  is  somewhat  too  strong, 
I  think,  for  the  association  to  have  made.  Do  you  want  to  comment  on 
that* 

Mr.  KiNDEK.  Yes.  You  give  me  much  to  comment  on.  Senator. 

First  of  all,  I  think  that  the  system  of  State  guarantee  funds  has 
responded  to  the  needs  as  they  have  arisen.  You  cite  the  recent  Empire 
case  and  I'm  not  that  familiar  with  it.  I  don't  know  the  reasons  why 
the  State  guarantee  funds  in  States  other  than  New  York  would  not 
respond  to  that  if,  in  fact,  they  dont. 

With  respect  to  the  potential  insolvency  of  a  major  company  being 
such  that  the  system  of  State  guarantee  funds  could  not  respond  to  it, 
J  guess  there's  always  that  threat.  I  dont  know  how  subsUintial  the 
State  funds  would  have  to  be  to  be  able  to  appear  to  be  able  to  deal 
with  a  potential  insolvency.  No  matter  how  large  they  were,  no  mat- 
ter how  responsive,  no  matter  how  great  the  funds  may  be  available 
to  meet  that  contingency,  one  could  always  conjure  up  an  insolvency 
that  was  greater  thui  that 

I  recallback  in  1965  following  the  Watts  riot  in  Los  Angeles,  which 
onginally  vras  estimated  would  cost  the  insurers  some  $44  million  and 
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I  think  uUimat^y  the  actual  cost  was  less  than  half  of  that — but  vari- 
ous people  who  were  concerned  about  the  riot  activity  and  certain  other 
climatic  conditions  that  we  have  in  California  believed  that  it  would 
be  possible  that  organized  rioters  would  move  into  the  hnish  area  and 
ignite  brush  in  a  number  of  different  places  during  the  height  of  one 
of  our  Santa  Ana  winds  and  as  a  result  everything  in  the  entire  Los 
Angeles  basin  would  be  destroyed  so  that  the  aggregate  loss  as  a  result 
of  a  single  occurrence  might  be  something  like  $60  to  $100  billion. 

One  can  always  conjure  up  that  kind  of  situation  and  I  cant  be- 
lieve that  the  facts  in  anything  we  have  seen,  including  the  threat  of 
the  insolvency  of  GEICO  a  year  or  so  back,  is  such  that  the  existing 
systems  could  not  deal  with  it. 

Senator  Brooke.  Do  you  think  the  existing  systems  could  have  dealt 
with  GEICO! 

Mr.  KiNDKR.  I  believe  that  it  could.  I  think  that  there  may  have  been 
a  limited  number  of  States  who  would  have  found  it  burdensome.  My 
own  analysis  of  the  GEICO  situation  was  such  that  I  believed  its  prob- 
lems were  greatly  exaggerated  and  I  think  it  was  worked  out  satis- 
fectorily  far  short  of  the  dire  consequences  that  were  predicted  when 
that  first  came  to  t^e  attention  of  the  public. 

Senator  Brooke.  Are  you  familar  with  the  All  Star  Insurance  Co.? 

Mr.  Kinder.  Yesj  I  am. 

Senator  Brookk.  Is  that  company  licensed  to  do  business  in  the 
State  of  California) 

Mr.  KiNmsR.  It  is. 

Senator  Brooke.  At  the  time  that  All  Star  was  licensed  in  Cali- 
fornia, what  check  was  made  into  the  company's  financial  viability! 

Mr.  KiNicB.  The  company  applied  for  admission  to  California  after 
it  had  been  operating  there  on  a  nonadmitted  basis  and  it  was  subjected 
to  the  same  scrutiny  that  any  other  insurer  would  be  who  was  apply- 
ing for  admission.  Its  more  recent  examination  report  was  reviewed. 
Our  financial  analysts  looked  at  all  of  the  factors  involving  that  com- 
pany and  made  a  determination  that  it  did  indeed  pass  the  require- 
ments that  our  law  requires  that  a  company  must  oefore  it  can  be 
admitted. 

Senator  Brooke.  Well,  All  Star  was  chartered  in  the  great  State  of 
Wisconsin.  Was  the  insurance  regulator  of  the  chartering  State  in 
Wisconsin  consulted  f 

Mr.  KiNiwR.  Yes.  One  of  the  things  that  California  requires  prior  to 
admission  is  a  report  of  the  examination  by  the  domestic  State  that 
had  been  completed  within  the  3  years  immediately  prior  to  the  appli- 
cation for  admission,  and  our  financial  analysts  would  be  in  contact 
with  the  dtHniciliary  State  regarding  any  question  that  arose  from  the 
review  of  the  material  submitted. 

Senator  Brooke.  That's  a  regulation.  Do  you  know  if,  in  fact,  that 
was  actually  done ! 

Mr.  KiNUEs.  I  do  not  know  that  our  people  made  specific  inquiry 
on  that  application.  I  know  as  a  matter  of  fact  that  our  analysts  are 
quite  thorough  and  if  there  was  anything  that  required  attention  that 
they  would  have  contacted  the  domiciliary  State, 

Senator  Brooke.  Are  you  aware  that  All  Star  wrote  over  $1  million 
in  aurpluB  line  business  in  New  York  and  $1.9  million  in  Louisiana  in 
1974,  tnough  it's  not  licensed  in  either  State? 
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Mr.  KiHDEK.  I  was  not  aware  of  the  specific  fibres  of  its  writing  as 
a  not-admitted  carrier.  It  did,  in  fact,  in  yeara  prior  to  19T5,  write  on  a 
nonadmitted  basis  in  the  State  of  California. 

Senator  Brooke.  You  know  that  they  did  write  in  Ixjuisiana  and  in 
New  York,  but  you  just  don't  know  the  actual  amount.  Is  that  correct? 

Mr.  Kinder.  I  don't  know  the  States  in  which  thej  operated,  Sena- 
tor, but  I  certainly  have  no  reason  to  question  the  figures  you  cite. 

Senator  Brooke.  If  you  accept  what  I  have  stated  to  be  fact,  what 
protection  do  the  New  York  and  Louisiana  policyholders  have  in  tiie 
event  of  an  insolvency  ? 

Mr.  KiMOER.  As  far  as  I  know,  they  are  not  protected  by — the  guar- 
antee acts  of  the  States  do  not  apply  to  policies  written  by  a  non- 
admitted  carrier.  They  do  not  in  Cahf  omia. 

Senator  Brooke.  Now,  if  All  Star  were  not  licensed  in  California, 
would  surplus  lines  policyholders  Ln  California  be  protected  against 
All  Star's  insolvency  under  the  California  guaranteed 

Mr.  Kinder.  They  would  not.  At  least  that  is  our  interpretation  of 
the  statute  as  it  reads.  It  has  not  been  tested  in  cotirt  and  I  understand 
there  are  some  who  question  it. 

Senator  Brooke.  Now,  Mr.  Mathias,  I  see  that  AU  Star  wrote  $404,- 
000  in  surplus  line  insurance  in  Illinois  in  1975.  Will  your  policy- 
holders be  protected  under  the  Illinois  law  ? 

Mr.  Mathias.  The  provisions  of  the  Illinois  guarantee  fund  would 
not  cover  the  surplus  lines  carried. 

Senator  Brooke.  Now  on  December  10.  1976,  the  National  Under- 
writer contained  an  article  by  Richard  Wiley  entitled  "Surplus  Lines 
Take  Premiums  of  51  Percent."  At  least  two  of  the  companies  listed  in 
that  article  as  surplus  lines  writers,  All  Star  and  Glacier,  have  become 
insolvent.  Shouldn't  we  be  concerned  about  what  happeis  to  the  sur- 
plus lines  policyholders  of  these  companies  and  their  claimants? 

Mr.  Kinder.  I  think  that  we  should  have  some  concern  about  any 
policyholder  who  might  be  left  uncovered  in  such  situatioi^  My  read- 
ing of  S.  1710,  however,  does  not  suggest  that  that  legislation  addresses 
that  specific  problem. 

Senator  IIrooke.  I  suggest  you  reread  it,  Mr.  Kinder.  I  think  it  does 
address  itself  to  that. 

Mr.  Kinder.  Only  if  the  company  were  to  become  a  member  of 
the 

Senator  Brooke.  Federal  guarantee  member,  yes. 

Mr.  Kinder.  Yes,  and  it  would  have  to  meet  the  requirements  that 
are  otherwise  set  out,  but  there  would  be  no  requirement  tliat  it  be 
covered. 

Senator  Brooke.  Well,  they  could  opt,  but  tliey  would  have  to  go  one 
way  or  the  other.  I  am  told  that  my  10  minutes  is  up,  but  I  willcome 
back.  I  have  further  questions. 

The  Chairman.  Senator  Schmitt. 

Senator  ScHMm.  Thank  you,  Mr.  Chairman. 

Again,  I  wish  to  join  with  you  in  compliiuenting  Senator  Brooke  for 
introducing  this  bill  and  bringing  to  our  attention  an  area  that  at  least 
I,  as  a  new  member  of  the  committee,  have  not  had  a  chance  to  examine 
before  and  try  to  understand. 

I  am  concerned  about  individuals — very  much  concerned  about  in- 
dividuals who  may,  through  no  fault  of  their  own,  suddenly  find  them- 
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thev  invested  in  that  policy  and  I'm  sure  the  gentlemen  at  the  witness 
table  are  equally  concerned  about  this  or  they  would  not  be  involved 
in  the  business. 

I'm  curious  about  a  number  of  things.  Mr.  Stone,  how  would  yon 
envision  a  bill  such  as  this,  taking  into  account  the  differences  be- 
tween the  insurance  environment  or  New  Mexico  versus  that  of  Mas- 
sachusetts, which  have  quite  different  geographic  situations^  The  life 
styles  and  the  economies  are  veiy,  very  different  between  those  two 
Stwtes  and,  of  course,  I  just  picked  those  as  examplee  since  you're 
from  Massachusetts  and  I'm  from  New  Mexico.  There  are  many  other 
examples.  How  would  you  see  the  Federal  Government  begin  to  get 
deeply  involved  in  the  regulation  of  insuring  that  those  differences  are 
taken  into  account  1  Generally,  they  have  not  been  where  the  Federal 
Government  has  gotten  involved.  Regional  differences  have  caused 
maOT,  if  not  most,  of  our  difficulties  in  the  use  of  Federal  regulation. 

Mr.  Stone.  In  my  earlier  statement  I  tried  to  break  down  the  work 
of  the  department  into  three  areas.  I  think  that  with  respect  to  the 
solvency  area  there  really  isnt  a  great  need  to  take  into  account  re- 
gional differences.  You  want  companies  to  be  solvent  and  pay  their 
claims  whatever  the  State  may  be,  and  that's  tlie  area  that  tne  bill 
addresses.  I  think  that  is  an  interstate,  national  problem  for  natitnial- 
ly  operating  insurers  and  I  guess  I  really  don't  see  a  great  regional 
problem  there. 

In  the  area  of  monitoring  bnsiness  practices,  there  are  certainly  great 
regional  differences  as  to  what's  considered  acceptable  business  prac- 
tice, but  the  bill  leaves  that  to  the  various  States  and  so  I  don't  think 
that,  again,  there  would  be  that  problem  of  coordination. 

Where  I  think  the  problem  arises  is  in  rate  regulation.  That's  where 
the  disparity  between  various  States  is  most  important  and  that's  the 
area  of  the  bill  that  I  would  suggest  be  subject  to  some  rethinking. 
That's  a  very  complicated  subject  determining  what  constitutes  the 
right  kind  of  rate  regulation,  whether  thinking  in  national  terms 
or  on  a  regional  basis. 

So  I  feel  comfortable  with  the  solvency  pieces,  the  guarantee  fund 
pieces,  the  examination  pieces  of  the  bill  because  I  don't  think  there 
need  be  any  regional  disparity  there. 

Senator  ScHMirr.  Would  any  other  member  of  the  panel  care  to 
comment  ?  You  don't  have  to, 

Mr.  Mathiab.  I  think  we  are  very  concerned  about  the  geographical 
variation  that  could  occur  and  there  is  language  that  perhaps  could 
be  corrected  by  technical  amendments  but  which  would  indicate  that 
the  Federal  Commission  may  have  more  authority  than  has  been  sng- 
gested  concerning  the  conduct  of  insurers  other  than  their  financial 
examination. 

Senator  ScHMrrr.  If  I  understand,  Mr.  Mathias,  your  concern  is 
that  you  think  this  is  a  foot  in  the  door  where  it  would  lead  to  great 
regulation  and  so  forth.  Is  that  correct ! 

Mr.  Mathiab.  Well,  I  think  that's  a  concern.  I  think  the  other  con- 
cern is  just  whether  or  not  the  entire  necessity  for  a  new  Federal 
structure  has  been  shown  to  date  and  I  sincerely  question  whether 
that  has  been  done. 
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Senator  Schmttt.  Are  any  of  you  gentlemen — and  I  will  initiaUy 
direct  this  to  Mr.  Kinder — aware  of  any  thought  within  the  private 
sector  of  the  insarance  sector  to  establish  privately  financed  and 
funded  reinsurance  programs  to  protect  a^funst  insolvencies  t  Has 
that  been  discussed  aiid,  if  so,  has  it  been  rejected  out  of  hand  or  has 
thsro  been  serious  discussion  that  this  is  an  alternative  to  a  federally 
guaranteed  fond  I 

Mr.  KiNiiSB.  There  is  one  concept  being  explored  along  tliat  line 
that  hasnt  been  fully  developed,  Senator.  Z  thiuk  there  are  groups  of 
people  locking  at  that  potential. 

Senator  ScHicrrr.  Is  there  any  particular  form  that  this  takes, 
]dulosophical  or 

Mr,  KotVER.  In  effect,  I  think  it  would  be  using  the  insoranoe  mech- 
anism to  accomplish  the  purpose,  in  effect  creating  solvm^  insurance 
and  making  it  available  to  insurers,  diarging  fhem  a  price  for  that 

Senator  Sobutit.  Do  you  see  there  bung  a  great  incentive  for 
someone  like  one  of  t^ese  firms  that's  been  mentioned  having  gone 
insolvent  being  a  member  of  that?  Is  it  an  offer  they  can%  reroset 

Mr.  KiNDSB.  In  a  competitive  environment  where  toe  consequences 
of  insolvMicy  are  known  to  the  bi^r,  I  think  there  is,  simply  in 
advertising  the  fact  that  you  have  that  available  for  the  protection 
of  your  pofiqrholderB. 

Senattw  ScHKirr.  Would  you  expect  such  a  reinsurance  omcept  to 
he  stimulated  now  by  the  introduction  of  this  bill  f 

Mr.  KiNiHS.  I  thmk  that  it  would  result  in  some  further  discussion. 
Whether  I  would  characterize  it  as  stimulation  or  not,  I'm  not  sure 
I  would  be  that  stnxig. 

Senator  ScHmrr.  Mr.  Stone,  do  you  have  any  estimate  c^  liie — ^you 
may  just  pick  your  own  State  if  you  wish — of  ttie  numben  of  SUte 
auditors  that  you  can  see  bung  replaced  by  Fedwal  auditors  (  You 
se«n  to  think  that  the  fact  that  the  State  cannot  pay  auditors  as  much 
as  is  necessary  to  get  the  quality  of  personnel  tlmrs  required,  that  this 
somehow  would  he  relieved  by  Federal  activity.  Do  you  know  ap- 
proximately the  percentage  or  the  number  of  people  in  the  State  of 
Abssachusetts  which  the  State  would  no  longer  have  to  employ  ( 

Mr.  Stonk.  No.  That  would  be  hard  for  me  to  estimate  at  this 
point.  We  have  cut  down  on  the  number  of  auditora  in  our  department 
over  the  last  few  years  and  I  su^ect  that  there  will  be  some  continued 
cutting. 

Senator  Schmttt.  Excuse  me  if  I  may  interrupt.  Is  this  so  you  can 
increase  aalarieB  and  quality  of  the  personnel  you  have  or  is  this 
because  of  general  budgetary  policy  t 

Mr.  Sroirz.  Our  total  bui^;et  has  remained  about  the  same  and 
we  have  cut  down  the  number  of  peraonnel  and  tried  to  upgrade  the 
professional  caliber  of  the  perstmnel  both  in  this  area  and  in  (he  rate 
refTulation  area. 

Senatm'  Schmitt.  What  has  been  your  experi^ice!  Has  this  im- 
proved the  quality  of  service  that  vour  office  has  been  able  to  provide? 

Mr.  Stowb.  Yes,  I  think  it  has.  ITiafs  very  hard  for  me  to  measure,  I 
have  some  bias  on  the  suhiect,  but  I  think  it  haa  It  would  be  hard  for 
me  to  estimate  the  savings.  I  would  say  that  right  now  we  are  trying 
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to  devote  about  half  of  our  examinalioii  peismnel's  time  to  maAet, 
oooduct  ezamiiuUions  which  wHicem  bueinesB  practiceB.  That  pre- 
sumably would  be  maintained.  I'm  not  sure  how  muoh  of  the  other 
half  we  could  cut  back  if  tiiere  were  Federal  regulation.  That  would 
depend  on  exactly  how  sood  Federal  regulation  was  and  how  com- 
fortable we  were  with  their  work. 

Senator  ScHicrrr.  Do  you  see  any  way  to  make  an  estimate  at  this 
time  before  paasage  of  the  bill  t 

Mr.  &TONK.  I  Mftlly  don'L  One  of  the  things  that  insurance  com- 
missioneis  kam  very  early  is  to  be  very  wary  of  making  e€d;iniat«s. 
They  always  appear  in  tiie  new^apers  and  oommiasioners  always  g(A 
studk  with  them.  So  I*m  afraid  to  nrake  an  estimate  at  this  time. 

Senator  Schmtit.  Finally,  we've  gotten  in  this  country  very  familiar 
and  cMnfortable,  if  you  wiU,  with  iha  FDIC  concept,  Federal  D^Kisi- 
toiy  Insurance  Corporatitm.  Do  you  see  an  FDIC  concept — I'm  not 
as  famUiar  with  the  legislataoa  as  I  should  be — coming  out  of  this 
legidatimi  as  smt  of  tliAt  kind  of  idea,  if  I  interpret  it  correott  Do 
you  see  tbat  as  Booiething  tbe  country  may  betxHne  cwnfMfable  withf 
Mr.  Mathias,  do  you  want  to  comment  I 

Mr.  Mathias.  As  to  whether  I  see  it  coming  out  of  this  particular 
bill,  I  wduld  hesitate  to  guess,  but  obviously  by  the  content  of  the  testi- 
mony today  I  would  prefer  not. 

Let  me,  if  I  may,  ]iist  go  back  to  a  point  that  was  touched  upon  by 
my  fellow  c(»nmissioner,  and  that  is  if  a  Federal  regulatory  aguug^ 
is  established  the  impact  that  that  would  have  on  Sate  regulati<HL 
That  is,  if  we  want  to  recruit,  where  do  you  go  to  recruit  i  Probably  to 
many  of  the  State  regulatory  agencies.  Tlierefore,  it  almost  becomes 
a  self-fulfilling  prophecy  that  we  will  have  Federal  regulation  that 
will  be  using  many  of  the  former  regulators,  many  of  the  chief  ^- 
sminers,  and  so  forth  of  State  insurance  departments ;  and  that,  again, 
as  far  as — I  hate  to  be  pragmatic  in  these  things,  but  that's  one  of 
the  pragmatic  concerns  that  we  have. 

Senator  Bbooxe.  Mr.  Mathias,  couldn't  you  go  to  the  insurance 
companies  and  CPA  firms! 

Mr.  Mathias.  Excuse  me  t 

Senator  Brooke.  I  think  you  could  recruit  from  insurance  companies 
and  CPA  firms  and  get  personnel. 

Mr.  Mathias.  I'm  sure  that  can  be  done.  Although  Mr,  Stone  and 
I  happen  to  be  perhaps  on  opposite  sides  of  this  issue,  I  think  we  have 
been  cooperating  extensively  in  the  CPA  audits  of  insurance  com- 
panies, and  I  haven't  talked  to  the  commissioner  from  your  State, 
but  I  think  that  we  would  be  in  agreement  that  sometimes  we  have 
been  surprised  at  the  type  of  work  product  that  we  have  received  from 
some  CPA  firms.  They  may  not  be  the  bacchanalia  that  we  thought 
they  were. 

SMiator  ScHKrrr.  Would  you  care  to  offer — any  of  you — and  let  me 
begin  with  Mr.  Kinder — some  way  of  solving  the  problem  of  this  sur- 
plus— I  believe  you  call  it  surplus  insurance  company  where  a  com- 
pany sells  without  being  authorized  to  sell  in  a  State  1 

Mr.  KiNOBi.  There  are  several  ways  in  which  this  could  be  achieved 
I  believe.  One  of  the  things  that  poses  a  bit  of  a  problem  is  the  way 
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tbe  guarantee  aasociatitHis  work.  Those  cconpsnies  that  are  admitted  to 
do  business  in  the  State  are  assessed  to  pick  up  the  ocmsequencea  of  in- 
solvency. There  have  been  no  assessments  levied  against  nonadmitted 
carriers.  So  they  are  not  paying  for  the  cost  of  the  insolvencies. 

Senator  Schhttt.  What  allows  them  to  do  businees  if  they  are  not 
admitted  ( Why  are  they  not  violating  State  law  t 

Mr.  KufDEB.  Wellj  I  guess  it's  the  constitutional  ri^t  of  the  policy- 
holder to  buy  his  msurance  wherever  he  wants  to  buy  it.  There's 
nothing  to  preclude  a  man  from  going  out  of  State  to  purchase  his 
insur&nce  from  a  nonadmitted  earner. 

If  it's  done  within  State,  most  States  have  laws  governing  the  way 
in  which  that  can  be  handled  and  it  must  be  done  throng  what  are 
identified  as  surplus  lines  brokers  and  I  would  submit  that  the  policy- 
holder has  a  potential  claim  against  the  surplus  lines  broker  wno  has 
placed  insurance  in  a  nonadmitted  carrier  that  may  become  insolvent. 
So  there  is  one  avenue  of  potential  recovery  for  the  uninsured  policy- 
holder or,  that  is,  the  poh(^holder  of  a  defunct  nonadmitted  carrier. 

Senator  ScHKrrr.  Does  your  State  license  a  surplus  line  brokerl 

Mr.  Kdtdeb.  Yes,  sir. 

Seoiator  ScHKrrr.  Have  you  ever  considered  bonding  tiiem  in  saxne 
way! 

Mr.  Ejndbb.  We  bond  them  as  well. 

Senator  Schmtit.  You  do  f 

Mr.  KiNDEK.  Yes;  but  the  amount  of  the  b<Hid  is  nominal  I  believe. 
It  has  only  recently  been  raised  to  $100,000. 

Senator  Schutt.  Do  you  see  a  possible  mechanisn  by  which,  say 
the  State  of  California  could  provide  for  insolvency  fimds  even  for 
the  aureus  line  insurer  ( 

Mr.  Kinder.  Yes,  sir.  I  think  there  are  several  ways  that  could  be 
accomplished.  One  could  do  it  on  a  preassessment  basis  by  adding 
some  increment  to  the  surplus  lines  tax  that  is  added  on  to  whatever 
premium  the  nonadmitted  carrier  charges.  On  a  poetassessment  baas 
any  companies  doing  bumness  through  surplus  Ime  brokers  could  be 
aseiessed  throna^  that  device  in  the  same  fashion  that  admitted  car- 
riers are  in  the  State. 

Senator  ScHimT.  Thank  you. 

Senator  Bbookc.  Would  the  Senator  yield  ( 

Senator  Schmtit.  Sure.  My  time  is  up. 

Senator  Brookb.  Just  on  the  surplus  lines  issue,  the  product  Util- 
ity and  malpractice  crises  have  created  quite  a  problem  because  many 
States  cant  tate  care  of  their  institution  needs  through  licmsed  com- 
Mnies  and  therefore  they  let  nonadmitted  companies  come  into  tiie 
State  to  tate  up  that  slack.  I  presume  that's  what  your  problon  has 
been,  has  it  not,  m  California  f 

Mr.  Ktmdeb.  Yes.  We  have  had  a  sharp  increase  in  the  amount  of 
business  wntten  in  nonadmitted  carriers.  I  think  the  1976  premiums 
were  almost  double  the  premiums  of  the  immediate  prior  year.  How- 
ever, it  is  a  very  small  part  of  total  premium.  I  believe  our  surplus 
lines  premiums  in  California  last  year  were  about  $160  million.  Our 
aggregateproperty  liability  insurance  premioms  in  California  were  in 
excess  of  $7  billion.  So  it's  a  minuscule  part  of  the  total. 

The  Chaibhan.  Mr.  Kinder,  the  issue  that  Senator  Broote  raised 
«»  wbH—Hd  talhiBg  about  AH  Star  and  Empire  and  so  forth — their 
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snrplna  insurance  problem  and  with  the  fact  that  the  polit^holden 
have  no  recourse,  you  started  to  reply  to  that  by  pointing^out  that  S. 
1710  in  your  view  would  not  be  the  best  answer  to  it.  You  aeem  to 
imply  tliat,  for  one  thingi  the  companies  that  would  be  covered  would 
volunteer  to  go  for  the  Federal  charter  and  there's  no  indication  that 
All  Star,  Entire,  and  companiee  like  that  would  have  done  so. 

Therei  also  t^  question  of  whether  or  not  they  would  qualify  for 
the  Federal  guarantee  fund.  On  page  19,  after  line  11,  it  says: 

^nie  CommlBsloii  may  t^om  to  iMne  a  certlflcata  heremider  ntxtn  its  detennl- 
natton  tbat  tbe  Insurar  !■  not  flnondaUy  sate  and  sound  for  anj,  or  any  combi- 
nation, of  the  foUowlnsn 
(i)   ' 


provide  m  _     .  ... 

(11}  the  Insnrer'fl  nnderwrltlnK  commitments  hare  consUtentlr  beco  In 
excess  (tf  its  capacity ; 

(lii)  in  applying  for  the  certlflcate,  tbe  Insnier  has  failed  to  dlsdose 
material  tads  or  drcomstances  bearing  npon  Its  worthlnesB  for  receiving  a 
certlflcate; 

(Iv)  the  insurer's  reserves  for  liabilities  are  matarlaUy  deficient  or  Ita 
Uablllttes  are  materially  understated ; 

(v)  the  insurer  is  clIectiTelT  controlled  t?  twicers,  directors,  stotliholdetB, 
or  other  persons  whose  conduct  has  demonstrated  such  persons  to  be  nn- 
wortliy  of  trnst  or  confldesce. 
Now  I  presume  that  these  companies  that  were  unable  to  meet  their 
policyholders'  obligations  might  have  been  d^ualified  on  one  of 
those  four  requirements  and  therefore  not  have  qualified  for  the  Fed- 
eral  guarantee  fund.  Is  that  right  i 
Bfr.  Ejndeb.  I  would  assume  so. 

The  Chairman.  In  that  event,  I  would  assume  that  this  ofriion  would 
not  be  one  that  would  cure  or  correct  the  problem  we  have  involved 
here.  Is  that  your  view  i 

Mr.  Kinder.  That's  my  view ;  yes. 

The  Chaiehan.  Mr.  Stone,  what  is  your  response  to  that? 
Mr.  Stone.  Yes ;  I  think  that's  possible,  as  the  bill  is  drafted  now. 
The  Chairhan.  Isn't  it  likely !  Isn't  it  likely  that  you  would  not  get 
the  more  or  less  weak  insurance  companies  to  take  this  option  and  to 
qualify ! 

Mr.  Stone.  Yes;  I  think  that's  likely,  as  the  bill  is  drafted  now.  I 
think  that  some  of  the  people  who  have  spoken  on  the  bill  seem  to  op- 
pose  it  because  they  fear  that  it's  the  thin  edge  of  a  wedge  of  growing 
Federal  regulation. 

The  Chairhan.  Can't  it  be  exactly  that?  Let  me  just  interrupt  to 
say  what  concerns  me  a  great  deal,  and  I  think  what  must  concern  you 
and  the  industry,  is  that  we  might  move  toward  Federal  preemption 
with  this  kind  of  le^slation.  In  other  words,  strong  insurance  com- 
panies might  decide  that  thev  can  qualify  here  if  they  want  to  get  away 
from  the  mix  of  regulation  they  have.  They  might  go  Federal. 
Senator  Brooks.  It  hasn't  happened  in  banking. 
The  CHArRMAN.  In  which  case,  if  you  did  that,  wouldn't  you  tiien 
have  a  situation  where  in  order  to  protect  those  who  were  insured  by 
those  who  were  chartered  bv  the  Stftte  the  Federal  Government  might 
just  have  to  preempt  and  wipe  out  the  State  reflnalation? 

Senator  Brooke.  It  hasn't  happened  under  the  dual  banking  system. 
The  Chairman.  As  Mr.  Kinder  pointed  out,  there  are  some  pretly 
sharp  differences. 
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Senator  Bkoosb.  I  dont  think  there  are. 

Mr.  Mathias.  There's  only  one  FDIC.  It's  at  the  Federal  level,  not 
the  State. 

The  Chaibmait.  Let  me  ask  Mr.  Sttme  to  reply  to  my  queetion. 

Mr.  Stone.  Let  me  say  I  probably  don^  share  the  majority  view  in 
that  I  am  not  afraid  that  this  is  the  thin  edge  of  the  wedge.  I  favor  the 
thick  edge  of  the  w^ge.  Fm  not  afraid  to  see 

The  (^AiRicAN.  What's  the  thick  edge  of  the  wedge  t 

Mr.  Stone  Increasing  Federal  involvement  to  the  point  that  in- 
solvency protecti(Hi  Emd  examinations  might  be  the  exclusive  domain  of 
the  Federal  Government.  I  think  that  would  not  be  a  bad  syebem  and, 
as  I  said  earlier,  the  only  questions  in  my  mind  arise  about  whether  the 
Federal  Government  is  the  appropriate  place  to  regulate  the  business 
practices  or  the  rates. 

The  Chairman.  Maybe  the  cat's  out  of  the  bag  now.  You  say  the 
Federal  Government  should  move  in  to  eliminate  this  danger  of  loss, 
in  effect,  and  if  that  is  done,  don't  you  have  then  indeed  a  big,  enormous 
Federal  liability-and  necessarily  a  big  Federal  bureaucracy  and  much 
higher  cost  of  regulation  within  a  demonstrable  showing  so  far,  it 
seems  to  me,  that  mere  have  been  sufficient  losses  to  warrant  that  kind 
of  increased  costs ! 

.  Mr.  Stone.  Well,  if  jmu're  talking  now  about  the  ultimate  thick  edge 
of  the  wedge,  as  I  call  it,  then  I  think  that  most  of  Uie  State  examin- 
ation function  could  ultimately  be  superseded  and  tiiat  solvency  and 
financial  examination  could  be  exclusively  the  domain  of  the  Federal 
Government.  I  believe  this  would  be  substantially  cheaper  than  having 
50  States  perform  it  each  separately. 

The  Chaibiuh.  Well,  in  view  of  the  fact  that  the  insurance  com- 
panies— I  hesitate  to  quote  such  an  obvious  authority — but  the  head 
of  the  Office  of  Management  and  Budget  has  said  if  it's  not  broke, 
don't  fix  it;  and  while  I  might  disagree  with  Mr.  Lance  along  with 
a  few  others,  being  the  only  Senator  to  vote  against  Ids  confirmation, 
I  think  he's  eot  a  pretty  good  principle  there. 

Here  we  have  a  sitoation  where  we  don't  have  a  crying  out  on  the 
part  of  poliCTholders  around  the  country  or  others  like  you  who  have 
this  responsibility.  You  seem  to  be  almost  alone  among  insurance  com- 
missioners asking  for  this.  I  can't  undertand  why  we  should  move 
in  with  a  Federarprogram. 

Mr.  Stone.  Well,  if  efficiency  alone  rather  than  the  avoidance  of  dis- 
aster is  a  good  criteria,  then  I  think  that  we  ought  to  move  toward 
Federal  regulatitm.  But,  in  addition,  if  there  is  ever  a  major  life  in- 
aolvency,  then  you  will  have  the  kind  of  disaster  that  you're  looking 
for.  If  we  have  a  major  life  company  go  under,  you  will  find  that 
very  few  of  their  policyholders  will  be  protected  and  the  State  systems 
are  not  well  prepared  either  to  prevent  that  or  to  make  the  pcJicy- 
holders  whole  when  that  occurs.  I  don't  think  that's  likely  very  soon 
though. 

The  Chairiian.  We  have  been  operating  for  a  long  time  in  this 
country  without  Federal  regulation  with  State  regulation  and  we  have 
gone  through  terrific  depressions,  depressions  people  argue  we  aren't 
likely  to  go  through  again  because  we  have  so  many  safeguards.  At 
any  rate,  we  haven't  come  close  to  this  disaster.  Why  would  we  expect 
now  to  have  that  come  up  in  view  of  the  fact  that  it  never  has  t 
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Mr.  Stoitb.  I  don't  think  we  ate  in  dear  and  preaent  danger,  but  I 
do  think  yon  would  have  a  more  efficient  system  of  regalation  for  sol- 
vency if  it  were  at  the  Federal  level  and  you  remove  this  danger 
whi<ui,  although  it  ma;  not  be  a  clear  and  present  danger,  is  still  there. 

The  CHAntHAN.  Do  you  believe,  like  a  lot  of  people,  that  the  Federal 
Government  is  more  emci«it  than  the  States  f 

M>.  Stone.  I  think  that  is  an  important  premise  in  my  thinking.  I 
do  think  that  the  Federal  Government  would  handle  the  job  more 
efficientiy,  more  competently,  and  also  would  be  -free  from  what  I 
think  is  some  undue  influence  that  occurs  at  the  State  level  more  easily 
than  it  would  occur  at  the  Federal  level. 

Mr.  EiNDSL  Yes,  I  do. 

Senator  Bboose.  One  is :  What  data  doee  your  organization  keep  or 
have  availaUe  to  it  regarding  the  number  of  insurance  company  im- 
pairments and  insolvencies  and  related  problems  1 

Mr.  Kinder,  We  retain  a  list  of  insurance  company  insolvencies 
and  impajnnents  and  the  annual  statements  filed  with  our  statistical 
reporting  system  going  bat^  5  years  are  also  retained  and  the  record 
of  ii^olvencies  are  used  to  evaluate  the  effectiveness  of  the  early  warn- 
ing system.  The  McKinsey  study  and  other  studies  of  the  early  warn- 
ing system  available  to  the  NAIC  will  be  reproduced  and  furnished 
to  this  committee  ior  inclusion  in  the  record. 

Senator  Brooke.  You  will  supply  for  the  committee's  record  any 
studies  that  you  have  commissioned  which  are  available  to  yon  on 
the  su^ect  of  insolvencies  t 

Mr.  KiHDBB.  Yes,  sir. 

[The  following  was  ordered  inserted  in  the  record :] 

U.S.  Senate, 
Wtuhlngton,  D.C..  Augvtl  89. 1977. 
Xatiokal  Abbociation  op  Inbubahce  Comuibsiohebb. 
Mawauke,  Wit. 
{Attention  Richard  Hemmlngs,  Coansel) 

GEKTLRMEn :  The  Senate  Committee  on  Banking.  Housing,  and  Urban  Affalra 
will  bold  hearings  on  S.  1710,  to  authorize  the  iBsuauce  of  charters  for  carrjlng 
on  the  business  of  Insurance,  to  provide  for  the  guarantee  of  the  Insurance  obll- 
Kations,  and  for  other  pnriMses.  on  SepteiQl>er  12-14,  1977.  This  bill  provides  a 
Federal  chartering  oltematlve  for  iaaurance  companies  and  eatabUsheB  a  Federal 
Insurance  Guaranty  Fnnd  to  protect  insurance  company  policyholders.  A  copy  of 
the  bill  and  Senator  Brooke's  remarks  at  the  time  of  Introduction  are  attached. 

This  will  confirm  your  nppcarance  to  testify  before  the  Committee  regarding 
S.  1710,  Your  appearance  la  scheduled  for  Tuesday,  September  13.  1S7T. 

Without  wishing  to  Impose  any  constraints  on  your  oral  testimony,  the  Com- 
mittee would  appreciate  It  if  your  written  testimony  addressed  the  following 
qnestlons : 

1.  What  data  doeH  your  organUatlon  keep  (or  have  availability  to  It)  regard- 
ing the  number  and  extent  of  Insurance  company  Impairments.  Insolvencies,  and 
related  problems?  Please  supply  for  the  Committee's  record  any  studies  wMch 
you  have  commissioned  or  which  are  available  to  you  on  the  subject  of  insolven- 
cies (including  stndies  prepared  by  McKinsey  and  Co. ) . 

2.  Is  there  a  nationally  recognized  delinltion  of  what  constitutes  an  Insur- 
ance company  insolvency?  Has  your  organization  developed  or  proposed  such  a 
standard? 

3.  How  many  of  the  Insurance  company  Insolvencies  which  have  occurred 
Hince  1970  have  not  been  covered  by  state  guaranty  funds  and  what  is  the  extent 
of  losses  to  policyholders  nod  claimants  of  these  failed  companies? 

4.  To  what  extent  have  policyholders  of  Insolvent  companies  covered  by  state 
guaranty  funds  or  their  claimants  not  been  compensated  for  losses  due  to  the 
deductibles  and  maximum  recovery  limits  impoHed  by  state  guaranty  planB? 
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5.  In  the  eveat  of  tbe  l&aolTOney  of  a  major  company,  wbaf  procedure!  bare 
been  derrioped  for  dlstrlbntiiig  the  aaaetg  of  each  a  company  among  tbe  guar- 
anty funds  In  tbe  states  In  which  Uie  company  was  doing  business? 

6.  In  most  states  botb  property-liability  and  life  and  health  guaranty  fundB 
have  been  proposed  In  approximately  tbe  same  time  frame.  To  date  oar  infor- 
mation Indicates  that  only  17  states  have  adopted  life  and  health  guaranty  laws 
whereas  48  states  have  property-Uabllity  guaranty  laws.  Why  has  tbe  adopticw 
of  life  and  health  guaranty  taws  lagged  so  far  b^lnd  adoption  of  property-llS' 
MUty  1aws7 

7.  In  an  article  by  Jack  H,  Blaine  appearing  in  the  8i»4ng,  1977  edltlim  of 
Forum,  state  guaranty  plans  ae«n  to  be  pLagned  by  conatitntiimal  and  other  legal 
problems.  Conld  these  serious  and  conUnnlng  legal  difflcultiu  compromise  the 
effectiveness  of  state  guaranty  funds? 

Hearings  will  commence  at  B:30  a.m.  in  Room  S302,  Dlrksen  Senate  Offlce 
Building.  I  would  request  that  75  copies  of  your  testimony  be  made  arailable 
to  the  Committee  no  lat^  than  9:80  a.m.  on  Friday,  September  9,  1977.  I  would 
appreciate  yonr  limiting  your  oral  presentation  to  not  more  than  10  minutes. 
Yonr  written  statement  will,  of  course,  be  printed  In  full  in  the  bearing  record. 
If  you  hare  any  questions,  [dease  telephone  Jeremiah  S.  Buckley  of  our  Com- 
mittee staff  at  202-224-7891. 
Sincerely  yours, 

WiLLUM  PaoXMiMB,  OlMirman. 
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foDit  Iwa  by  mi.     Hsn  lacrtiiat.  k«KW,  la  Oa 

■■■  to  tlx  loith  ef  tlH  ta  aatrllnt  tba  afralra  e 

(lAlch  attr  occBilmally  uka  np  to   Em  or  pora  raar 

ts  davalnp  data  sa  loaaca  ts  pollc^Bldara  alaca  1910  In  atataa  vlidut 

taamtj  tggd  Un.     «ve)i  isfsnatloti  la  nai  cuirantlji  bold  bj  ai  (nUabt-a 


UqaUatera  ba*lii  Manltetiiit  dl*U«da  «  parlna  elalH  afca  liahUltlaa 
ara  dKanUaad  aad  anau  ara  ■HvhaUi  -      - 
tacHanab   paUcTfaaldara  or  c1al—lf  ■ 
af  tkaU  dalac  aa  ■anaral  aradltora. 

I.  Ito  Hkt  cttaM  hma  paUovkldara  of  -CntoliuRe  mfnalaa  oavand  A|r  atoti 
ptaFmlf  /WnA  ar  thair  alnaoKla  not  fiaaii  oaifiaHairtaJ  /op  leaaaa  Aw  (o 
M*  diiktitJAIaa  and  lut—  i«an>aF|F  !{■!«■  I'niBiaJ  ^  atnta  fiiiniit<iF 

M  dlacaaaad  dnrl^  mj  appaaiuH,  tba  NJC  asdal  (Marancy  fud  acta  mi  asat 

^araaty  faada  aia  etll«atad  ts  pay.  UiAictll'Ica  la  tha  funds  aay  cjuav  • 
raaaiMW  leaa  Aarlac  an  camad  clalw.  SlatUrlT,  cba  KMC  bmIoI  bJUa 
FToaUa  aaalH*  TacDnry  llBlta  s(  (300,000  ?nd  alas  pax  the  praslbllitT  of 


•  and  daducllhlta.  pollcrboUen 
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|id1U)f  shlltitu  th>  laaonc  tsi  cami 
•oda  th*  (luiatT  tnM  Iw  at  ca**nti 
■Hut,  tka  pelleyhaUw  U  ■  tmnl  i 
CD  pro  nu  payMBt  upoa  UtaUitlaa. 


It  MVUMtt  ttiun*  foe  peUe^Uw 
o  pellcjriBUBB  4M<nIuJ  .iflir  the 


hu  IitlDulE  tn  Includlnit  daluclUlH  ] 

iBiH  CDKIn  idiUli  (TC  aLHUEeJ,    ta  cf(l 

rall'-yhnlliK  at  IniDlvmr  lmi.i<-frrg, 


^  tq  tka  Spring  1577  tdit^ 

oVur  iBgizl  frrohlane.     Could  thmt*  aci-iato  ditcf  oiyitxnuxnq  legal 
diffiiTultixe  cix%vcnut  tht  9ffaBtivBiuiDm  of  Mtats  guaivr.t^  fiaaU'^ 


JUUjn-^  Int.  Co.  V,  Lnda.  ?3l  U.S.  Sas  ()914)). 


tJ*^itati 

;:u:'.r 

In  dorWli^ 

(^L~U! 

be  pH-oi  oC 

thAi.lr  i 

tr^llotula 

or  ,ri«t= 
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,    Mobl.    it.tt    B.nfc    V.    Ra.tcll    (il9    U.S.    iW    (1511)). 
luuiim:.  (unac^  tel<(.° 


■tltutla.ll  l6(lr»Itr.     Tli«n  li  Tlrtuolli  M  lull      ..    .     _       

dBitlnitloaslliy  at  *tati  luaraatT  (lal  lam  hu  btu  cut  Id  doubt  bf  la|>l 

■pKlfluUy.  Eb>  cu«  Bstad  In  lb.  llalu'i  Toru.  irtlcl*  do  oat  lim  ill* 

ta  ruaaaatlE  canearna  a«r  tba  >iabtlltT  of  lULa  ruuJ>.     D'Halltr  v.  f,]*. 
Im.  CuwJiiLf  Has' J.   (>S7  l«  U  »  (fls  1971)     ■ji.tLel.]  iha  cuu;: liuclonallty* 

plu  that   Efa>  d*cliloi>  bul  canatlCntlpul  laplUailnni.  In  DtUt  statu 

Bw  I«n.  4*cltlan.  d^boini  v.  hit.m  (111  N.v.  3d  696  <Io«  UT3}),  tna  oat 
a  ctaAlIeo^e  dE   tha   Iowa  act  but  rAttier  deceralnei)  tba  aaanlAg  ef   laatuaga 


acVavDti  *t*  'Ijtv'ul  add  pravcT  acata  CbDtrola  own   tba  ipauranca  bualnaaB  and 
iBaolTBKy  pn^laaa. 


^aX>?!SF- 
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Bycomparint  the  tilt  r«. 
lor  compintci  bicoming  ieial 

Comjaniti  railing  outildr  thli 

■  •  priority  companiM.    Com[ 


IthoughCht  LnlenloFlht  pri 
ni<*  mo.t  lik.ly  to  b.  txp. 


gnllsrinlbyth.  ln» 


>■  half  <li->'*<]c.  morr  than  ttO  pi 
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Btas*  of  bU  anar^mlmm  in  19n  ttat  wmU  Im 
■■■UlHtisB  uadar  t^  laar-ar-alani  rola. 


M-ciHiirU 
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pitDiity  f  roup,  di*  p«rc*nU|*  of  compani«i  to  elaa«in«d  would  almgtt 
doubt*,  but  th%  pBrc«pta(«  of  tcltul  InBolvanu  idcntllled  veald  kftcrHt*  oa 
■  li|btly.    On  lb*  othor  hand,  i[  th(  priority  (roup  wcr*  to  include  only  lliot 
(ompinlK  IiUInt  outaiila  tha  uiucl  rtn)*  on  (iv*  or  mor*  ti*t>.  Iho  porcei 
■|e  ol  loon-to-b*  iuaalnnl  compuniu  Tl|hlly  Identified  in  tba  (inal  yur 
would  drop  from  M  pirconi  to  88  pcront. 


EARLY  WARMNC  HEPOBTS 


I.  Priurlty  Company  DiU  SI 


.     Th<:  fir>t  Sumnisi 
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T.«l  rcialli  (or  CI 

1  In  Iha  annul  W»| 

■it 

lir*  not  domiciled  o 
dlacutaed  below. 

T  llccmcd 
••>.  but  wl 

Prlorltv  Comfany 

DaU  Shg«l( 

Th.  purpols  o[  thi 
ly.i.  =rth.  (inanti. 

1  PriorilyCD 

itipiny  Data  Shtat  it 
t  prlorlly  comiani*! 

.'""':;;; 

3.  Key 

Sugge»tloi 


epart  i>  tc  provid.;  *  reference  CDntalning  leit  reiulU  for  ill  com' 
Tid  uroupi  or  necti.  CompanLei  wUl  be  llilFd  [n  alphthellctl  ordl 
arlty  tonip.n.ei  .d.-r.i,t,<-d  hj  a  -p-  beloic  thr  company  name.    Th 
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U  -  THE  AUDIT  RATIOS 


T     ProriUblllly  U 


id  limiMd  to  tlw  »«(•  (tori  Mrs  id  9.9  jHmn 
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ovnALLTtsr 


FREMIUM  TO  SUKTLUS 


lea.    Th*  Ushar  Ite  ralia,  th*  alarm  riak  tha  csnpanf  baar*  in  ralatiaa  to 


The  uaiwl  tai«*  rnr  the  premium  to  lurpl 
I  ihown  In  Eahlbil  IV.  IT  parcanl  of  all  com) 
art  Ihi*  bench  mark  tn  I9TZ.    Ol  lompaniei 
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h.ghlD.....   .urpli,. 
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•ItacMn  la  dlatliiia<>l>li«  trcniblHl  (rom  aiMMl  cempMia*  (■•■  AppaiHlli  B|, 
poUnlial  dacUiHi  in  tha  vslaa  a(  invaitmanti  ahauld  ba  eouidarad  for  AOf 
company  aluiwii  la  l«  in  ■  riaky  paaltiuo  banuaa  af  til|h  prcmlam  aipaaiir* 
in  raUlian  ta  aurfdua.     For'aDch  esmpanici.  farther  analyata  iheuld  aUa  b* 
diracUd  at  anawarlng  tha  lollning  quaatlonc 

valuadt    What  parcaataga  ara  thay  of  lurpliia? 

aldaiatlOB  (hsuld  ba  |lwi  to  aach  typa  ol  equity  •■paratalyi  for 
comnWHatoeka.  rUklaaaa  nrlaa  aitaUlcaatly  by  iadaatryaod 
campaay. 

3.  U  aquitr  nloaa  daeUaad  at  tha  auaa  tlna  that  policy  leaia*  roaa, 
how  llkaly  la  II  that  tha  imnpaay  maU  bacoma,  parhipa  tampo- 
raHly.  laaelvaot? 
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CHANGE   IN  WRITINGS 


I irt= 
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OVERALL  TCST 


CHANG!  IN  WRITINGS 


sf  ilabillly  la  th*  compaay'j  op*raliena.     A  mkjer 
•icul  ibrapl  tnirr  into  a*v  linii  of  bodotia  ar  u 


The  cbing*  in  writingi  rHtko.  ■■  dlAgramed  in  EjiUbit  V»  It  ths  in- 
H«v  ar  dacre***  in  rwt  prtmittmi  written  taken  a>  *  peTC«r«e|e  ot  net 

|«tive  in  both  Itw  current  ftod  the  prlar  year,  the  change  in  writinge  rvl 
(Ivan  a*  aero.  11  the  set  premium  written  ia  poaitive  in  the  current  ye 
I  aero  or  negative  in  the  prior  year,  the  change  in  writinga  ratio  [a  gi». 
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Ihc  [iierx  Kit*  (Taiu  9,   10  ind  11)  and  revlev  Scbnlula  P 

cUimi.  ThU  Ruy  ba  tba  oaa  if  Iba  ciHniHnr'i  racanl  raaarvai  waia  in* 
quata  (iia  tlw  gna-  and  twa-r<ar  rcaerva  •Kvalopmcol  taati,  Teata  9  and 

10).  If  increaaed  writioga  aa  accompaniad  by  a  abkft  ta  the  liabkllty  linaa 
Df  buiincBa,  the  problem  it  more  lerioua.  Incraating  wriElagi,  particu- 
larly in  the  liability  llnea.  to  pay  currant  claimi  providaa  a  vary  ihort- 
lived  aalutlon  to  undcrlyiDg  pTohlenu  and  quickly  incraaaaa  the  riak  of 
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Tha  u*a  at  ■urrli'i  kM  r*iiuar*BC*  trMli**  nuf  b*  ukaa  a*  ■■  taM* 
>B  thai  comptaf  iiM**|*m«iit  balUn*  (itrplui  to  ba  laadaquata.    In 
LloD,  th*  cDBLlnuad  aatvaacT  of  compaAtaa  wUh  a  Ut|«  porlioa  of  lur- 
dai-Li'lnf  from  aarptui  aid  may  dapand  apoa  Ih*  evattaolDf  cooparatioe 


Ihla  aaMnutc  la  mada  by  malltplylnf  tttt  raMs  batwaan  cadlof  commlKlana 
and  ceded  pramiDRi  Isr  all  raiuuranca  cadad  by  lb*  amsoxt  of  aa«r»d 

■  oil.    Unaarnad  pramlom  sn  ralnautaMo  cadad  ta  afftllatad  eompaniai  >• 

of  iroapi  or  rlaali  wllh  poalini  arranfamanla.    Tht  aorplaa  aid  to  aorplua 
caUuUlion  i*  ItUutraiad  In  tha  work  ihcat  (or  Tott  I  in  AppoodU  A. 


Tha  uiiwl  r*ii(a  lar  tht  ratio  af  aurplua  ai 

nrad  ab-i'e  21  ptrccnt  oa  the  aorplua  aid  Iti 
niinft  ■"■•■I'ent  in  the  paal  i  yeara.  24  perce 
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SURPLUS  AID  TO  SURPLUS 
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I    Premtum  to  (urpta*  tTtmt  1) 

I    Change  in  ■urpliu  (TcM«) 

1    Agent  l»Ui>c(*  to  lurplui  (Ten  Bl 

<     TKD-yur  rilvrve  dftlnprnanl  ts  ■uiplui  (Ted  10) 
T    Eiliniatd  ^arttnt  reicrvc  drficirncy  to  aurpWi  CTmI  II). 
If  couric.  thuic  ■djuatmcnti  c*n  ht  made  without  rKslculating  the 
id  the  aurplua  aid  toil  reault  expreaaed  at  a  ducinul. 
[,  af  a  reauU  of  thit  aulyiia,  a  company  (aila  icvecol  of  the  above 
a  thorough  analyiia  ahould  be  niad>  of  the  rtinaurance  ttealtaa  of 
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E'VEAR   AND  ONEVEAR    OPERATING   RATIOS 
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KOFrrABiLmrTEST 


FIVE- YEAR  AND  ONE-YEAK  OrERATINC  KATIOS 


TS*  Dpanlifli  ritia  !■  ■  cc>mpreh*i»iv>  muiuri-  of  tbc  ptatUaVl»r  «< 
;amp*ny*a  iniuranCB  buaiiuH.    Orar  Ihs  loaf  ran,  thr  profitibililir  of 
1  bualiuit  il  ■  principal  daMTmininl  or  thr  campan)r'a  linancul  MlMlty 


cuUla,  IliE  cilcuUlion  >>  b»ed  on  a  •Lmplc  concept.    T)>arc  an  Uira*  k* 
demcBta  in  opsraling  profiUbtUty:   loaiei,  cxpeniai,  and  the  invulmen 

canaiat  sf  tha  diffarancc  balwaao  premium  and  the  net  reiult  <^  Iheae  thr 
(•ilgra.     Thcralsra,  aa  diagramed  in  Enhibil  i.X,  the  operating  ratio  l>  ( 


T    L«ia  ratio 

1    Expenae  rai 
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i  [nullipHtd  by  the  ratio  between  poller' 


<i  halt  of  other  underu  ritlnc 
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oulti  have  been  cilciOated  aa  (ollcwi:    Fiiat,  an  appiaximate  lour-year 

ne.year  latioa  catcuUted  (or  l«T2.    Thi>  wai  done  by  adding  to  the  1972 
iva-rear  latio  oncquailer  of  the  diUcrence  between  thai  ratio  and  the  1972 

alcuUte  a  two-year  operating  ratio.  a>  deicribed  above.     FinaUy,  the 
»o-year  ratio  for  197Z  and  197J  and  the  four-year  ratio  for  l9&BthroU|h 
9T1  were  averaged  (vith  equal  waighta)  to  approximate  the  five-year  ratio 
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IT  Other  com]»nles,  th«  i 


itmtoat  behind  the  compeny'a  poor  perloi 
high  lota  ntio  or  e  high  expenee  ritLo.  L 
100  perceAlj  poor  perlorrrunce  uruy  be  Ihi 
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PBOflTABlUTYTI 


INVKSTMENT   \ 


.nol  the  t.f»r>l  quality  or 
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PROFrTADIUTY  TEST 


TEST  6 
CHANCE  IN  SURPLUS 


mpUs.    However,  it  »igiimc»nllrtii 
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ID  plua  SO  percent.  In  19T2,  20  petccnt  ol  mil  campulEi  hul  Uit 
outalds  tlMia  b«Bcb  nurki  (Eahiblt  XV).  Of  companlai  twcomlni 
during  the  pall  fin  iraar.,  59  parcenl  txrcadad  th«.  bench  mark 
yaaTi  bafora  iuolnncr  (with  It  parcinl  ibofe  ind  43  pirccnl  hal 
bench  marka),  ind  SS  percent  did  as  In  the  IImI  rear  (with  Z)  par 
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Tlw  rcaaon  for  tb>  inlnnt  10  parcHI  IwiKh  mark  U  clwr.    Any  aiiBlH- 
canl  dacrdi*  Id  lurplna  !■  ■  c*u*  tot  conctrn.    Tb*  pla>  so  pcTc*^  baaeh 

rnattc  iBcr**tci  In  turplaa  prior  to  kflaolvwacj,  vlwrsMB  ralmtiTalr  tmw  aoaod 
compaaiaH  twv*  marc  than  50  pvrcMil  iiicr*«a«B  ia  aurploa  la  eoa  yaar. 
Major  iBcrUB*!  in  auTpliu  may  ba  Ukaa  aa  an  iadiutlaa  of  laaUblUly  aad 
rna)t  lemMimaa  1m  raUUd  la  chaoiia*  Ik  owRaraUp. 

U  tha  chant*  >°  'urplu  ntiD  faUa  bals*  tba  minaa  10  parcaat  baneb 
mark,  failhar  analyala  ahoold  ba  dinclad  at  d*Uriiiiiiiii|  Iha  naasna  for 
tha  chanca  and  tha  llkallbood  that  thaaa  (acton  »1U  ba  npaatad  In  fabir* 
ftMrm.    Tfala  analTila  ■haold  jBcloda  camparlaf  tha  ■^jaalmanls  to  aaTpla* 
la  tha  two  r«T>  and  idanUfrinf  tha  niajar  lactora  aUacttiw  atitad  (uiia4o*>^> 
aorplaa,  Inclodiofi 

V   NM  laln  or  loaa  (alio  chack  oparatlBg  ratio  -  Taal  tA) 

I    Capital  galna  or  leaaaa 

I   Snrldiia  paid  la  and  dlvldanda  to  alsekbsldara 


1    Cter^aa  In  aUTplaa  aid  from  ralnaaraaca  (ckack  aarpln*  aid  - 
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TESTT 
S  TO  LIQUID  ASSETS 
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LIABILITIES  TO   LIQUID 

USfTS 
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ara.    Thui,  in  interpreting  »•■  rouKa.  it  ia  trnpnrUnt  I 
■nd  in  Ihia  ratio,  a*  wall  aa  th*  ratio  iuell. 

id  Eo  ha«e  unduly  liigh  teal  reaulta.    Thm  depoaita  «r*  < 
iuid  iiieli.  bat  the  oriiatling  liability  la  included  ia  liabi 

liquid  aaieta  ahnuld  focua  on  the  adequacy  o(  raaervea  ai 
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MBOmr  BALANCES  TO  SUIPLUS 

1^-^ 

H^     1 

AGENTS'  BALANCES  TO  SURPLUS 
PERCENTAGE  OF  COMPANIES.  Ilfl 


Jl 


Hrimm 
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AGENTS'   BALANCES  TO  SURPLUS 


Thera..c>ol.g.r. 
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ONe-VEAR  RESERVE  DEVELOrMENT  TO  SURfLUS 


urplua.    Uoleai  lurplua 
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plai  !•  lui  th*<i  25  per»nl.  A>  (ho»B  in  Exhibit  XXI.  b  perctn 
■  urplui  in  19^2-    OI  companlei  btcomiiii  iuolveot  during  the  p 


m  Schedule!  Oand  P. 


ioiu.     Second,  calculltc  the  regerue  doelopmenl 
ie  lor  the  liibiltty  linet  oi  buiineea.  i>*iflg  Parti  } 
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TEST  10 
TWO-VEAR   RESERVE   DEVELOPMENT  TO   SURPLUS 


inf  IhopiXlwD  yi 


TEITID 

TWO-YE 

DEVELOPMENT  TO  SURPLUS 
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RESERVE  TEST 


TEST  11 

I   DEFICIENCY  TO 


Thla  t(>l  provlSca  an  •ilimata  ol  Iha  < 


■  beet  (or  Te>t  II  in  Appendix 
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nST  I         ntEMIUM  TO  SURTLUS 
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nST  1        OUNCE  IN  WKITINGS 
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TEST*        WgriiSlntI    FIVB-VEAR  OPEXATtNC  RATIO 
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pr»enled  a>  E>hib[l  Ul.  whcce  the  ale.en  old  and  lour  ne«>  tetti  ire  nnktd 
m  order  ol  their  e[(eeliv.ne».  three  year,  prior  to  insolvency.      (Throughoot 

Inatlon  si  Exhibit  III  yielda  the  lollowmd  conclus.oni: 
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tioa  lhr«  yaira  bcfon  iaaelv«ncy  tni  Icndg  Id  catch  companiei 
which  sUo  f>LI  *  number  of  olher  tiila.    Ther.lon.  w>  did  not 
.dof*  it. 


Ad)utlm«nl  al  »urplu»  lor  equity  in  uneirned  premium  doei  miteriilly 
ImproM  the  ellectiven...  oi  the  chenge  in  .urplm  ntio  (E.hibit  VI(.     Be- 
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<l  1  b.r.<:h  m>rk  of  K  per«nl,  wKich  would  h.»  id.Mlfi.d 
.ol»«M  c°mp.nL.>  >n  the  y.r  prior  to  in.ol»ncy.  bol  only 
compcoic*  in  1972  (Eichibit  X[».  Th.  re.rr.ngimenl  of  tl 
.urplu.  tt.t  r.quir..  tr.o.Ution  of  th.  oM  booch  m>rk.  » 
1  and  SO  piroant.  Th.  othrr  Wo  modifieii  Icit*  retain  thoi 
:\t.  Retaining  the  old  bench  mark  B[  100  percent  OB  the  li 
t>  viU  increaie  tb.-  perci-ntage  i 
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Exhibit  XVI  compaMB  Iba  clfectivcucii  ol  ibii  new  iratam  wUh  ■  ly'- 
tcm  biMd  OB  the  alevan  old  tola  and  banch  marki.    About  half  the  Improve. 

Exhibit  XVI  .  I>  due  to  the  Mo  new  leala  (tuviilment  yield  and  change  In 

of  the  old  teali  (aiiet  change  and  reaerve  adequacy  Taat  3)  and  ctaaii|lB|  tha 
bench  maTka  on  the  ramaLnini  reierve  teiti  from  10  percani  to  ti  iwrceat. 

The  new  acTaening  ayicem  la  compared  u  mora  complax  and  mora 
•  imple  ayatami  in  Exhibit  XVII.    Tha  dotted  line,  which  ia  tha  (am*  aa 

pending  an  the  amount  by  which  the  teet  reiult  exceeded  the  baneh  mark. 
eho.cn  .y.tem,   but  il  would  alio  be  .ignificanlly  more  complex.     Una  E 
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PREFACE 


This  report  contain*  two  docmnsnta.  Tba  firat.  Improving  tba  Life  and 
Holth  Early  Warnina  Sytem.  preaenta  our  recotiunand>tiona  for  improvliig 
the  ayatem  In  two  phsaei,  for  Implementation  In  1974  and  1975.  The  aacond, 
Uaing  the  Life  and  Health  Early  Warnim  Syatem.  ia  a  draft  uaer'a  nuoual  to 
accompany  the  recommended  ayatem. 

The  ntanoal'a  first  chapter  and  appendix  would  be  suitable,  aa  written, 
for  uae  daring  the  current  year.    For  uae  in  1975,  after  the  recommended 
system  is  completely  implemented,  thla  draft  manual  can  be  finatiaed  by 
subatituting  information  on  the  1973  teat  reaolta  of  all  companies  for  the 
references  and  exhibits  showing  data  for  a  sample  of  aolvent  companlea 
in  1972. 
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IMPROVING  THE  LIFE  AND  HEALTH 
EARLY  WARNING  SYSTEM 

NATIONAL  ASSOCIATION  OF  INSURANCE  COMMISSIONERS 


Thi«  report  preienta  our  TacanuneiidationB  for  Improving  the  Early 
Warning  SyBtem  for  life  and  health  insurance  companiei.     These  recom. 
mendatioos  are  baaed  on  analysia  dtscuased  with  the  NAIC  Taak  Force  and 
Induatry  Advisary  Committee  in  Chicago  0:1  March  18,    1974,     la  making 
these  recommendations,   we  have  given  eonaideration  to  a  number  o(  auggea- 
tions  made  by  the  taak  force  membara  and  advisors  at  that  meeting.     The 
recommendationa,   however,  are  our  own;  they  are  not  intended  to  repreaent 
the  conaenaus  of  taak  force  membera. 

Judging  from  experience  during  the  past  decade,  Che  reconunended  sys. 
tern  would  be  dramatically  more  effective  in  distinguishing  between  troubled 
and  sound  companies  than  the  curTent  system.  As  shown  in  the  final  pages 
of  this  report,  half  of  the  improvement  in  effectiveness  results  from  drop- 
ping ineffective  tests;  the  other  half  results  from  adding  and  modifying  tests 
and  altering  the  cutoffs  for  determining  exceptional  values. 

The  recommendations  are  divided  into  tvo  groups  for  phased  imple- 
mentation.    For  the  current  year,   we  recommend  that  the  number  of  early 
warning  testa  be  reduced  from  26  to  9.    including  four  new  tests.     For  1975, 
we  recommend  that  a  system  based  on  these  nine  tests  be  used  to  identify 
priority  companies  for  further  analysis  and  examination. 

This  report  consists  o(  three  chapters; 

1.  Our  approach 

2.  Recommendations  for  1974 

3.  Recommendations  for  1976. 
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■  OUR  APPROACH 


A*  we  Bee  it,  the  basic  purpose  of  the  Eacly  WamiDg  System  is  to 
identify  die  ccsnpanies  that  may  be  experiencing  financial  difficulty.    Tlins, 
we  suggest  tliat  die  system  should  include  only  those  tests  which  are  ef- 
fective in  distinguishing  between  troubled  and  sound  companies.     For  com- 
panies that  may  be  experiencing  difficulties,  there  is  a  broad  variety  of 
further  analyses  that  should  be  made  and  additional  ratios  ihat  might  be 
calculated  in  order  to  determine  the  source  of  die  difficulty  and  its  degree 
ol  severity.     The  users'  manual  should  provide  guidelines  for  this  type  of 
further  analysis.     However,  the  inclusion  of  some  of  these  diagnostic  anal- 
yses in  the  basic  early  warning  report  would  distract  the  user's  attention 
from  the  more  important  ratios  intended  to  help  him  identify  potentially 
troubled  companies.     Our  interviews  with  state  insurance  department  per- 
Eonnel  indicated  that  a  complex  system  is  much  less  likely  to  he  understood 
and  used  than  one  that  is  reasonably  simple.     ThErefore,  we  suggest  that 
the  report  include  only  information  that  contributes  to  the  basic  purpose 
of  identifying  companies  for  which  further  analysis  and  examination  may  be 
required. 

In  order  to  determine  the  effectiveness  of  a  given  ratio  in  distinguish- 
ing between  troubled  and  sound  companies,   we  compared  the  ratios  of  a 
group  of  companies  that  became  insolvent  during  the  past  decade  with  the 
iind  companies.     We  believe  tfiat  this 
-oach  provides  the  most  solid,  factual 
I  of  a  test  in  discriminating  between 
incc  conditions  change,  it  is  possible  that 
f  a  given  test  will  improve  or  decline  over 
■d  no  trends  in  the  Uf^  insurance  industry 
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THE  SAMPLES 

Through  the  use  of  quBitioiuiaire  returns  from  insurance  departmanti 
and  published  sources,  we  identified  101  life  snd  health  companies  that 
were  liquidated  or  came  UDdar  state  control  during  the  past  decade.     We 
then  requested  that  the  insurance  departmentt  of  the  states  in  which  the  ■  . 
"insolvent"  companies  were  domiciled  provide  copies  of  annual  statement 
pages  2  through  15  and  Schedule  H  for  the  five  years  preceding  insolvency. 
We  received  annual  statements  for  BO  of  the  insolvent  companies  for  periods 
ranging  from  one  to  eight  years  prior  to  Insolvency.     Of  the  50  companies, 
annual  statements  were  available  for  the  full  five  years  for  25  companies; 
for  nine  companies  we  received  only  the  final  year's  staten-ient. 

for  85  solvent  companies.     The  solvent  company  sample  was  developed  by 
providing  the  slates  that  had  experienood  insolvencies  with  a  list  of  domes- 
tic companies  of  roughly  the  same  size  as  the  Insolvents.     (This  list  was 
drawn  at  random  from  Best's  Insurance  Reports.  )     We  requested  each 

npany  clearly  experiencing  finan- 
its  for  the  remaining  compajiies. 

Thus,   the  solvent  company  sample  was  screened  to  eliminate  clearly 
roubled  companies  and  was  approximately  matched  with  the  insolvent 
ompanies  in  state  of  domicile  (Exhibit  1)  and  premium  volume  (Exhibit  II), 
n  addition,   we  found  the  two  groups  were  also  similar  in  product  mix 

if  the  solvent  companies  were  mutuals. 


termined  in  the  tollowing  manner:    For  each 
■  test  values  spanning  the  range  of  possible 

lelow  each  of  these  values.     Finally,  we  plotted 
itages  graphically.     The  line  lormed  by  the  plot- 
Exhibit  IV  on  the  following  page,    represents 
.ess  of  thf  test.      The  furUicr  the  line  departs 


regard  t. 
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If  the  line  thui  platted  for  a  given  test  curves  downward 
tests  A  and  B  in  E^xhibit  IV  -  it  is  the  lower  range  of  test  res 
tinguishes  troubled  companies.  If  the  tine  curves  upward  -  i 
in  Eichibit  V  -  Che  higher  range  of  test  results  distinguishes  I 
panies.  Finally,  if  the  line  forms  an  "S"  curve  -  as  line  E  i 
both  tow  and  high  test  reaulti  distinguish  troubled  companlei 
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2  -  RECOMMENDATPNS  FOR  1974 


Thia  chapter  prosents  recciinineitdatienB  an  the  tests,   screening  bench 
Rurka  and  report  format  for  the  current  ye»r.     U  is  divided  into  (our 
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major  delays  in  this  schedule. 
CURRENT  TESTS 

We  will  review  the  effectiveness  of  the  current  tests  -  which  are  listed 
In  Exhibit  VI  -  in  numerical  order. 

The  first  three  teats  -  change  in  surplus,  net  gain  to  total  income, 
and  investment  yield  -  deal  with  the  company's  profitability.  As  shown 
in  Exhibit  VII.  these  tests  are  effecHwe  in  discriminating  between  troubled 
and  sound  companies.  On  all  three  teats,  insolvent  companies  are  dis- 
tinguished by  low  teat  results.  In  Exhibit  VII.  the  insolvent  companies 
are  taken  in  the  third  year  prior  to  insolvency;  when  the  insolvent  com- 
paniea  are  measured  in  other  years,  the  results  are  approximately  the 
same,  except  that  results  on  the  change  in  surplus  test  tend  to  became  ' 
less  favorable  for  insolvent  companies  in  their  final  year.      The  large  dots 
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on  the  tinea  in  Enhibit  VQ  reprc 
which  we  recommend  be  used  ir 
identify  companies  for  high.prii 


t  reaults  shown  in  Table  1  below, 
g  Dxceptiqoal  value>  to  help 


.    Change  in  Surplus 

.   Net  Gain 

.  Investment  Yield 


Exceptional  Value) 


Percentage  of  Connpanles 
With  Exceptional  Valuea 
JnsolventB*  Solventa 

5]  to  86%  1S% 


-  Depending  upon  period  of  ti 


The  next  fo 
■  ■eta  (in  the  c 


-  stocks  and  collateral  loans,    real  estate,    inveit- 
reinsurance  reserve  reductions  -  are  testa  of 
insurance,    reductions  in  liabilities).     One  of  these, 
affiliates,    could  not  be  fully  evaluated,   due  to  the  absence 
of  iDformstion  in  annual  statements  for  most  insolvent  companies.     A  review 
of  the  comments  on  the  investments  of  the  insolvent  and  solvent  companies 
in  Best's  Insurance  Reports  shows  chat  a  higher  percentage  of  the  insol- 
vents had  investments  in  affiliates.     However,  among  companies  that  did 
show  investments  in  affiliates,   the  solvent  companies  tended  to  have  higher 


s  than 


VUI). 


e  of  c 


deferred  until  its  effectiveness 

can  be  adequately  evaluated. 

The  three  remaining  asset 

tests  .  stocks  and  collateral  loan 

estate,   and  reinsurance  reserv 

e  reductions  -  do  not  distinguish 

troubled  and  sound  companies. 

Exhibit  IX  shows  the  lack  of  e£f« 

of  these  tests  when  the  insolvei 

It  companies  are  taken  in  the  thir 

to  insolvency;  the  conclusion  is 

the  same  for  the  other  years,    as 
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Aa  the  t»sk  force  anticipated,   the  ratio  ol  individual  life  reserve  in- 
creases to  renewal  and  single  premium  does  not  discriminate  between 
troubled  and  sound  companies.     However,   the  change  in  this  ratio  from 
one  year  to  the  next  is  a  highly  eHective  test.     Exhibit  X  shows  the  discrtm- 
inating  effectiveness  of  the  change  in  the  reserving  ratio.     The  four  line>  on 
the  exhibit  show  insolvents  taken  in  each  of  the  four  years  prior  to  insol- 
vency.    Using  cutoffs  of  minufl  10  percentage  points  and  plus   10  points  on 
this  test  would  have  identified  appio^imately  TO  percent  of  the  insolvents  In 
each  ol  their  last  three  years  and  about  60  percent  of  the  insolvents  in  the 
fourth  year  prior  to  insolvency;  these  cutoffs  would  have  identified  only 
ZO  percent  of  the  companies  in  the  solvent  sample.     We  recommend  that  the 
change  in  the  ratio  of  life  reserve  increases  to  renewal  and  single  premium 

below  minus  20  percentage  points  and  above  plus   10  points. 

The  next  three  tests  -  life  lapse  rate,    group  and  individual  health  re- 
serve development  to  surplus  ■  are  illustrated  in  Exhibit  XI.     Noae  of  these 
tests  is  effective  in  distinguishing  troubled  from  sound  companies,   and  we 
recommend  that  they  be  dropped. 

Test   12  is  the  ratio  of  commissions;  expenses;  taxes,   licenses,   and 
fees:  and  the  increase  in  agents'  debit  balances  to  preniium.     As  currently 
formulated,   this  test  is  effective  in  distinguishing  between  troubled  and 
sound  companies  (Exhibit  XU).     However,   a  somewhat  simplified  formula  - 
commissions  and  expenses  to  premium  -  is  slightly  morE  effective.     More 
importantly,    the  simpler  test  would  be  easier  to  understand  and  ua«.     We 
:his  test  be  retained  in  the  simplified  form. 

It  is  interesting  to  note  that  the  comr 


e  plan. 


,vth  (Exhibit  XIII).     We  thus 
letcrmming  exceptional  val 
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line  for  the  ratio  of  commits Lons  and  expenses  to  premiums  in  Exhibit  XII. 
Use  of  this  cutoff  would  have  identified  between  51  and  61  percent  oE  the  in- 
solvent  compaaiei  (depending  upon  the  yeai  choaen|i  it  wonld  have  identifled 
only  15  percent  of  the  solvent  company  sample. 

abiiity  to  distinguish  between  troubled  and  sound  cDinpanies.     However,  an 
alternative  "growth"  test  .  change  in  premium  -  proved  much  more  effec- 
tive.    The  two  tests  are  compared  In  Exhibit  XIV,     In  reviewing  annual 
statements,   we  found  that  many  companies,    particularly  the  insolvents,   had 
difficulty  conipleting  annual  statement  page  1^,   from  which  the  new  business 
and  in-farce  figures  are  taken.     This  may  be  one  cause  of  the  lack  o£  effec- 


ratio  of  new  business  to  in-(orce.     Cutoffs  for  determining  exceptional 
values  on  the  change  in  premium  teat  should  be  established  at  minus   10  and 
plus  50  percent.     These  cutoffs  (indicated  by  the  data  in  Exhibit  XIV)  would 
have  identified  between  65  and  75  percent  of  the  insolvent  companies  (depen- 
ding on  the  year)  and  10  percent  of  the  solvent  company  saniple, 

NEW  TESTS 

In  addition  to  the  change  in  premium  test  discussed  above,   three  new 
tests  were  found  to  discriminate  between  troubled  and  sound  companies: 
change  in  product  mix.    change  in  asset  mix,   and  the  ratio  of  nonadmttted  to 
admitted  assets.     The  effectiveness  of  these  tests  is  illustrated  in  Exhibit  XV 

Results  on  the  change  in  product  mix  test  represent  the  change  in  the 
percentage  of  total  premium  lor  the  average  product  line.  To  calculate  this 
test  result,  the  percentage  of  premium  from  each  product  line  Is  detern^lned 
for  the  current  and  prior  years.  (The  product  lines  are  equal  to  the  columns 
in  the  gain  and  loss  exhibit  on  page  5  of  the  annual  statement,  with  ADD  and 
TPD  included  in  ordinary  life.  |    Next,   the  difference  in  the  percentage  of 

the  total  of  these  differences  -  without  regard  :o  sign  -  is  divided  by  the 
number  of  product  tines,   to  determine  the  change  in  the  percentage  ol  pre. 
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SMIMARV  OF  RECOMMENDED  TESTS  FOR  1S74 


HmnculToB 
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s  that  compriae  total  caih  and  ioveBt 


Nonadmitted  Assets 
Change  in  Product  Mix 


Exceptional  Value» 


10.0%o 
3.0  or 


Percentage  of  Companiei 
With  Exceptional  Valuei! 
fas  ol  vents  Solve  n  I 

26  to  43%  9% 


Depending  upon  period  of  time  prior  to  insolvency. 

^or  1974  and  subsequent  years,   this  cutoff  should  be  adjusted  to  5,0%, 

□  reflect  the  Increase  in  the  number  of  product  lines  from  seven  to  nini 


The  nine  recommended  tests  .  • 
hiblt  XVI,  together  with  the  recomcr 
tional  values.    Appendix  A  contains 

the  possible  use  □(  adjusted  earning: 
Early  Warning  System.  Although  w. 
approach,  Appendix  B  to  this  report 
reasons  tor  not  recommending  their 


tests  in  the 
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The  fifth  dyoamic  test  (change  in  the  reserving  ratio)  is  derived  from  a. 
static  ratio  between  raaerve  increases  and  renewal  and  single  premium. 

the  two  years.     Therefore,    it  would  be  possible  to  report  the  static  ratios 
•a  well  as  the  dynannic  test  result.     We  recommend,    however,  that  these 
static  ratios  not  be  included  in  the  early  warning  report,    for  two  reasons. 
First,  the  static  ratio  does  not  have,   and  was  never  expected  to  have,  tha 
ability  to  distinguish  between  troubled  and  sound  companies.     We  feel  that 
iDcIusioo  ol  this  ratio  in  the  report  would  be  likely  either  to  mislead  the 
user  into  thinking  the  ratio  itself  Is  significant  or  to  confuse  him  as  to  tha 
purpose  of  the  report.     Second,   the  user  does  not  need  the  static  ratio  in 
order  to  understand  and  interpret  results  on  the  dynamic  test.     If,   for  ex- 
ample,   the  dynamic  teat  result  is  plus   12  percentage  points,   the  user  knows 
that  increases  in  reserves  in  the  current  year  were  greater  than  the  amount 
they  would  have  been  if  the  reserving  ratio  had  not  changed  by  12  percent  of 

mine  the  impact  on  the  company's  net  gain  of  the  change  in  the  reserving 

mium  in  order  to  understand  and  interpret  results  on  the  test  of  the  change 


changes  in  the  ratios  from  one  year  to  the  next  not  be  printed  in  the  early 
warning  report.      Printing  the  changes  would  not  provide  any  additional  in. 
formation  -  the  changes  can  easily  be  calculated  from  the  test  results  them 
selves.     More  importantly,   the  dynamic  versions  of  these  tests  are 
significantly  less  helpful  in  identifying  troubled  companies  than  the  tests 
themselves.     Printing  the  dynamic  versions  of  these  tests  would  be  likely  t 
distract  the  user's  attention  from  the  more  helpful  test  results,   whereas 
omitting  them  would  not  deprive  him  of  any  information. 

REPORT  FORMAT 

results  during  1974  is  illustratec 
aturea  include: 

I     Printing  all  results  for  each  company  on  three  lines,   one  for 

J    Identifying  enceptional  values  with  an  asterisk 

I    Rounding  results  to  nearest  whole  percent  except  for  the  invest- 
ment yield,    change  in  product  mix,  knd  change  in  asset  mix 


e  of  domicile  and  premium. 
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3  -  RECOMMENDATIONS  FOR  1975 


tn  order  to  be  most  useful,  the  Early  Warning  System  should  clearly 
indicate  which  companies  are  r)obc  likely  to  require  in.depth  analysis  and 
on-site  eKamination.     Simply  providing  the  results  for  each  company  on  the 

preted  together  and  how  an  overall  opinion  on  a  company's  condition  should 
be  foTined.     Our  interviews  and  questionnaire  responses  indicate  that  this 

benefit  from  the  Property  and  Liability  Early  Warning  System  during  the 
past  two  years.     Therefore,   wo  have  developed  a  method  b/  which  each  life 

company  in  either  a  priority  or  a  nonpriority  group.      Priority  companies 
would  be  those  most  likely  to  require  further  analysis  and  examination, 

RECOMMENDED  SYSTEM 

We  recommend  that,  beginning  with  test  results  calculated  in  1975.  the 
priority  designation  be  given  to  companies  with  exceptional  values  on  three 
OT  more  of  the  nine  recommended  tests.  Under  this  system,  all  but  one  of 
the  insolvent  companies  studied  would  have  been  given  the  priority  designa. 
tion  at  some  time  during  their  last  four  years.  The  single  exception  wa« 
Century  Life,  of  Texas,  for  which  test  r. 
last  two  years.  Ten  other  insolvent  com 
priority  designation  In  one  or  more  of  thi 
Indicates  the  years  in  which  these  compa 
priority  companies.  All  o£  the  remainin] 
companies  in  all  years  for  which  test  res 
88  percent  ol  the  insolvent  companies  wo 
each  of  the  four  years  prior  to  insolvenc; 
sample  would  be  priority  companies  {ExV 

Exhibit  XX  con:ipares  this  "three-ol-nine  tests"  rule  with  two-  and  four 
tost  rules.  If  all  companies  with  enccptionat  values  on  two  or  more  tests 
received  the  priority  designation,  the  percentage  of  solvents  so  classified 
would  almost  double.  If  only  tliose  companies  with  exceptional  values  on 
four  or  more  tests  wsre  priority  companies,  the  percentage  of  insolvents 
12 


Its  were  avail 

able  for  ■ 

snly  the 

lies  wuuld  not 
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correctly  identified  would  drop  as  low  as  TO  percent  in  the  second  year  prior 

Before  the  recommended  priority  company  systeni  is  implemented,    we 

suggest  the  task  force  determine  exactly  how  many  -  and  which  -  companies 
would  have  received  the  priority  designation  in  1974.     Because  our  solvent 
company  sample  was  screened  on  several  criteria,    it  is  not  possible  to 
conclude  that  the  percentage  of  all  companies  that  would  be  identified  would 
b«  equal  to  the  17  percent  of  the  solvent  sample.     However,   we  expect  that 
the  percentage  of  all  companies  identified  should  be  less  than  20  percent. 
Calculation  of  the  results  on  the  nine  recommended  tests  during  1974  will 
permit  the  task  force  to  determine  whether  this  estimate  is  accurate  and 
will  also  allow  the  companies  that  would  have  been  classified  as  priority 
companies  this  year  to  be  identified. 

If  this  analysis  reveals  that  a  significantly  larger  percentage  of  com- 
panies than  expected  (say,  £5  percent  or  more)  would  be  classified  as 
priority  companies,  the  task  force  should  fine-tune  the  screening  system  to 
reduce  priority  companies  to  a  manageable  number.  This  fine-tuning  could 
be  accomplished  by:  (1)  raising  the  number  of  exceptional  values  required 
for  priority  identification,  or  (i)  altering  the  cutoffs  for  establishing  excep. 
tional  values,     Ol  course,    the  best  approach  would  be  that  which  reduces 

maintaining  the  highest  possible  percentage  of  insolvents  identified.     To  as- 
sist the  task  force  in  this  analysis,    should  it  prove  necessar/,   we  will  pro- 
vide a  tabulation  of  the  test  results  for  the  Insolvent  companies  in  our 
..mpU. 


The  discriminat 

ing  effectiveness  of  a  group  of  tests  can  be  measured  by 

a  graph  similar  to  th 

le  graphs  used  to  measure  the  effectiveness  of  individual 

tests.    Such  a  graph 

would  be  based  on  the  number  of  exceptional  values  out 

of  the  group  of  tests, 

,    rather  than  on  the  test   result  on  a  single  test. 

Exhibit  XXI  use: 

»  such  a  graph  to  compare  the  recommended  system 

with  the  current  sysl 

:em  of  26  tests  with  cutoffs  for  determining  exceptional 

values  established  al 

t  the  tenth  percentile  of  solvent  company  results.     In 

order  to  idcCify  as  i 

many  of  the  insolvents  in  the  third  year  prior  to  insol- 

vency  as  the  recomn 

icndcd  systen.  (87  pcrcenll.   the  screening  criterion 

Bts  and  bench  marks  would  have  to  be  set  at  f*o  or  more 

exceptional  values;  t 

his  «<.ul<l  also  throw  obout  60  percent  of  the  solvent 

sample  into  the  prio 

rity  group,    compared  with  only   17  percent  for  the 
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r«coiniiMiid«l  •ystem.    Oa  th*  other  hmnd,  if  the  icreenlng  criterion  were 
■et  at  Hve  or  niore  ezcepclooal  VKluea  out  of  26  teats,  the  current  tests  and 
bench  marks  would  identify  approximately  the  lame  percentage  of  (olvent 
companies  as  the  recommended  system,  but  the  percentage  ol  ioaolventa 
correctly  identlflM  three  years  before  Insolvency  would  drop  from  B7  to 
5Z  per  cent. 

In  Exhibit  XXII.  the  solid  lines  are  the  same  si  the  lines  for  the  current 
and  recommended  systems  in  Exhibit  XXL     The  dotted  line  represents  the 
eflectiveaess  of  the  fivs  testa  retained  from  the  currant  system,   with  ex- 
ceptional values  being  those  in  the  extreme  10  percent  of  solvent  company 
results.     It  is  interesting  to  note  that  about  half  of  the  improvement  in  eCfec- 
tiveneaa  from  the  recommended  System  -  as  measured  by  the  distance  from 
the  line  representing  the  currant  system  to  the  dotted  line  in  Exhibit  XXU  - 

il  due  simply  to  dropping  the  ineffective  tests.     The  rest  of  the  iniprove. 

ment  .  the  distance  from  the  dotted  line  to  the  line  for  the  recommended 

*f  stem  -  is  due  to  adding  and  modifying  teats  and  adjusting  the  cutoffs  for 

determining  exceptional  values. 

14 
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Appendix  A  -  1 


SPECIFICATIONS  FOR  RECOMMENDED  TESTS 
INDEX 

Test  1:  Change  in  SurpIuB 

Test  2:  Net  Gain  to  Tot»t  Income 

Teat  3:  Commltaions  and  Ebcpenaea  to  Prcniium 

Teat  4:  Inveatment  Yield 

Teat  5:  Nonadmitted  to  Admitted  Aaaeta 

Teat  tt:  Change  in  Premium 

Teat  7:     Change  in  Product  Mix 
1972  and  Prior  Yeara 
1974  and  Subaequent  Yeara 

Teat  8:    Change  in  Aaaet  Mix 

Teat  9i     Change  In  Reaerving  Ratio 
1972  and  Prior  Years 
1973 
1974  and  Subaequent  Yeara 
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TEST  li     CHANGE  Ui  SURPLUS 
All  y«krt 


Currant  ye&n    pag«  3,  lLn«  30 

-  Current  y««r:    p*g«  4,  line  39 

-  Prior  year:    page  3,  line  30 


+  Prior  year:    page  3,  line  30 


s  Result  <round  to  nearest  i 


If  page  3,   line  30  is  e 
the  prior  year,  test  r 
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TEST  2!    NET  GAIN  TO  TOTAL  INCOME 
All  years 


Current  year:    page  S,   col.    1,   line  33 
■f-  Current  year:    page  5,   col.    1,   line  7 


K   100 

=  Reault  (round  to  nearest  integer) 


3  or  negative,   no  teat  result  ii 
A  -  3 
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TEST  3i    COMMISSIONS  AMD  EXPENSES  TO  PREMIUM 
AU  y«>r« 


Cnmnt  yeAi:    page  5,  col.   t,  line  21 
+  Currant  re»r;    p»gB  5,  col.   1.  line  23 


*  Current  yekr:    page  5,    col.    1,   line  1 


=  Result  (round  to  nearest  integer) 
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TEST  4;    INVESTMENT  YIELD 
All  yaara 

Curtent  Year  Statement 

Page  2,  line  lOA* 
+  Page  2,  line  19 
-  Page  3.  line  23 


r  Year  Statement 


Page  2.  lin 
+  Page  2,  lin 
-  Page  3,   lin 


Current  year:    page  5,   col.    1.   tine  4 


:  Result  [round  to  nearest  tenth) 


If  D  ia  zero  or  negative,   no  teat  result  is  calculated. 


-  If  page  Z.   Hoe  lOA  is  not  completed,  thii 
ol  lines  1  ttirougli  10  on  page  2. 
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TtST  5:    NONADMITTED  TO  ADMITTED  ASSETS 
All  yeara 


Currant  yur:    pftga  14,  col.  3,  line  26 
-t- Currant  y««r:    paga  14,  col.  4,  Una  26 


s  Raault  (round  to  nearest  integer) 


If  page  14,   col.   4,  Una  26  ia  zero  or  negative  and  page  14,   col.   3, 
line  26  ia  positive,  teat,  result  is  999. 
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TEST  6:    CHANGE  IN  PREMTOM 
All  yaara 


Current  y»T:    p>|*  5,  col.   1,  line  1 
•  Prior  yaar:    p>g>  S,  col.   1,  11d«  1 


+  Prior  r«kr:    page  5,   col.    1,  line  1 


c  Result  (round  to  nearest  integer) 


If  both  current  and  prior  year  page  5,  col.  1,  line  1  are  zer 
or  negative,  test  result  is  xero.  If  prior  y«»r  page  5,  col. 
line  1  ia  aero  or  negative  but  current  year  page  S,  col.  1,  li 
is  positive,  test  result  is  999. 

A  -  7 
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TEST  7t    CHANGE  IN  PRODUCT  MIX 
1972  and  prior  yenrs 


Current  ye»T:    page  S,  col.  Z,  lina  1 
;-  Current  year:    page  5,   col.    1,   Uae  1 


Prior  year:    page  5,   col.   2,   Una  1 
i-  Prior  year:    page  5,   col.   1,   line  1 


=  C    (U  C  U  negaUve,   mulUply  C  by  -1) 

Current  year:  page  S,   col.  3,   line  1 

+  Current  year:  page  S,   col.  4,   line  1 

-f  Current  year:  page  5,   col.  5,   line  1 
=  D 

■i-  Current  year:  page  5,   col,  1,  line  I 


Prior  year:  page  5,  col.  3,  line  1 

I-  Prior  year;  page  5,  col.  4,  line  1 

+  Prior  year:  page  5,  col.  5,  line  1 
=  F 

T  Prior  year:  page   5,  col,  1,  line  1 


multiply  H  by  -1) 


Current  year:    page  5,   col.   6.   lin 
■f  Current  year:    page  5,   col.    1,   lin 


page  5.    col.   6,   lin 
page  5,   col.    1,   lin 
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■  K    (If  K  is  negative,   multiply  K  by  -1) 


Current  year:    page  S,    col.   S,  line  1 
4-  Current  y««r:   page  S,  col.   1,  line  1 


Prior  year:    page  5,  col.   8,   line  1 
t  Prior  year:    page  5,   col.    1,  line  1 


=  N    (If  N  ia  negative,  mulUply  N  by  -I) 


Current  year:    page  S,   col.   9,   line  1 
■i-  Current  year:    paga  5,   col.    1,  line  1 


Prior  y*aT:  page  5,  col.  9,  line  1 
*  Prior  yean  page  5,  col.  1,  line  1 
=  P 


=  Q    (If  Q  is  negative,  multiply  Q  by  -1) 


Current  year:   page  S,  col.   10,  line  1 
i-  Current  year:    page  5,   col.    1,   line  1 


Prior  year:    page  5,    col.    10,    line  1 
4-  Prior  year:    page  5,   cot.    1,    line  I 


-  S> 

-.  T    (If  T  is  negative,   multiply  T  by  -1) 

Current  year:    page  5,   col.    11,   line  1 
f  Current  year:    page  5,   col.    I,   line  1 
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Prior  ya«r:    pAge  5,   col.   11,   line  1 
+  Prior  yaar:    p*ga  5,   col.   1,   line  1 


=  W    (U  W  !•  negative,   multiply  W  by  -1) 


=.  Result  (round  to  n 


n  page  5,   col.    1,   line  1  i 
current  or  the  prior  year 
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TEST  7;    CHANGE  IN  PRODUCT  MIX 
1974  and  aubsequent  years 


Current  yaar:  paga  5,  col.  2,  line  1 
■^  Current  year:  page  5,  col.  1,  line  1 
=  A 

Prior  year:    p*ge  5,   col.    2,   line  1 
■V  PrlaryweiT:    pag«  5,   ctt.    1,   line  1 


s  C    (U  C  ia  negative,   multiply  C  by  -1) 


Current  year:    page  5,   col.   3,   Itn 
-t-  Current  year:    page  5,   col.    1,  lin 


Prior  year:    page  5,   col.    3,   lin 
4-  Prior  year:    p»ge  5,   col.    1,   lin 


=  F    (If  F  ia  negative,   multiply  F  by  -1) 


Current  year:    page  5,   col.   4,   line  1 
-I-  Current  year:    page  5,   col.    1,   line  1 


Prior  year:    page  5,   col.   4,   lin 
+  Prior  year:    page  5,   col,    1,   lin 


legative,   multiply  t  by  - 
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Current  ya»r:    p*g*  5,  col.  5,  line  1 
+  Current  /aar:    page  5,  col,    1,   tine  1 


Prior  year:    page  S,   col.   5,   line  1 
*  Prior  year:    page  5,   col.    1,   line  I 


=  L.    (If  L  is  negative,   multiply  L  by  -1) 


Current  year:    p^ge  5,   col.   6,   line  1 
i-  Current  year:    page  5,   col.    1,   line  1 


Prior  year:    page  5,   col,   6,   lin 
+  Prior  year:    page  5,   col.    I,   lio 


=  O    (If  O  is  negative,   multiply  O  by  -1) 


Current  year:    page  5,   col.   7,   lio 
+  Current  year:    page  5,   col.    1,   lin 


r  year:    page  5,   col.   7,   line  I 
r  year:    page  5,   col,    1,   line  1 


:  R    (If  R  is  negative,   multiply  R  by  -I) 


Current  year;    page  5,   col.   8,   line   1 
r  Current  year:    page  5,   col.    1.   line  1 
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Prior  yaar:    page  S,  col.   8,  line  1 
+  Prior  y«>r;    page  S.   col.    1,   Un«  1 


I  U    (UU  is  negative,   multiply  U  by  .1) 

Current  year:  page  5,  col.  9,  line  1 
■t-  Current  year:  page  5,  col.  1,  line  1 
=  V 

Prior  year:  page  S,  col.  9.  line  1 
*■  Prior  year:  page  5,  col.  1,  line  1 
=  W 


=  X    (If  X  ia  negative,   multiply  X  by  -1) 


Current  year:    page  5,    col.    10,  lin 
+  Current  year:    page  5,    col.    I,  line 


Prior  year:    page  5,    col.    10,   I 
+  Prior  year:    page  5,    col.    1,   li; 


s  AA    (If  AA  >•  negative,   multiply  AA  by  -1) 


Current  year:    page  5,    col.    II,    line  1 
■!■  Current  year:    page  5,    col.    1,    line  1 


Prior  year:    page  5,    col.    II.  line  1 
-  Prior  year:    page  5,    col.    1,   line  1 
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-  cc 

=  DD    (If  DD  i«  negiUre,   multiply  DD  by  .1) 


=  Result    (round  to  n 


If  p*ge  5,   cot.   1,   line  1  ii 
current  or  the  prior  year. 
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TEST  fli    CHANGE  IN  ASSET  MIX 
Alt  yean 


Current  yBir:    p»ge  2,   tine  1 
*  Current  year;    page  Z,  line  lOA 


Prior  year;    page  2,  line  1 
+  Prior  year:    page  Z,  line  lOA 


I  C    (U  C  ia  negative,   multiply  C  by  -1) 


Current  year;    page  2,   line  Z  (total) 
'^  Current  year:    page  Z,   line  lOA 


Prior  year:    page  2,   line  Z  (total) 
^  Prior  year:    page  Z,   line  lOA 


Current  year:    page  2.   line  3 
■f-  Current  year:    page  Z,   line  lOA 


Prior  year:    page  Z,   lin 
+  Prior  year;    page  Z,   lin 


,   multiply  I  by  - 1) 


t  year:    page  2.   line  4  (total) 
t  year;    page  Z.   line  lOA 
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Prior  year;    pAge  2,  line  4  (totAl) 
!-pTiaTy*«r:    pag*  2,  Una  lOA 


:  L    (If  L  is  a«g«.tiv«,   multiply  L  by  -1) 


Curr«at  ye»r;    p«ge  2,   liae  5 
^  Currant  y«ar:    page  2,   line  lOA 


Prior  year:    pag«  Z,  line  5 
!-  Prior  yaar:    p«g«  2,  line  lOA 


=  O    (U  O  ii  negative,    multiply  O  by  -I) 


Current  year:    page  Z,   line  6 
h  Current  year:    page  2,  line  lOA 


Prior  year:    page  2,   lin 
-  Prior  year:    page  2,   lin 


=  R    (UK  is  negative,    multiply  R  by  -I) 


Current  year:    page  2,   line  7 
^  Current  year:    page  2,  line  lOA 


ir:    page  2,   line  7 
ir;    page  2,  line  lOA 


=  U    (If  U  is  negative,    multiply  U  by  -1) 
A  -  16 


DigiLizedbyGoOglc 


Currant  y*»r:    p»g*  2,  line  8 
4   Current  jreari    pAge  2,  line  lOA 


Prior  year;    page  2,   line  B 
I-  Prior  yea.r:    pftge  2,   Uda  lOA 


I  X    (U  X  is  negMive,   multiply  X  by  -1) 

Current  yeart    pag>  2,  line  9 
f  Current  year:    p*ge  2,   line  lOA 


Prior  year:    page  Z,   line  9 
;-  Prior  year:    page  2,  line  lOA 


=  AA    (If  AA  ie  negative,   multiply  by  .1] 

Current  year:    page  2,  line  10 
+  Current  year:    page  2,  tine  lOA 

m   BB 


Prior  year:    page  2,   line  10 
!■  Prior  year:    page  2,  line  lOA 


.  CO 

■  DD    (U  DD  is  negative,   multiply  DD  by  -1) 
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:  Result  (round  to  n 
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TEST  9=    CHANGE  IN  RESERVING  RATIO 
1972  and  prior  years 

Current  Year  Statement 

Page  5,   col.    Z,   line  17 

*  Page  5,   col.    3,   line  17 

+  Page  5,   col.   4,  line  17 

+  Page  5,   col.    5,  line  17 


Page  7.  col.  2,  line  10 

*  Page  7,  col.  2,  line  19 

*  Page  7,  col.  3.  line  10 
+  Page  7,  col.  3,  line  19 
+  Page  7,  col.  4,  line  10 
+  Page  7,  col.  4,  line  19 
t  Page  7.  col.  5,  line  10 
+  Page  7,  col.  5,  line   19 


If  A  a 

nd  B  are  both  sei 

positi 

ve  and  B  is  zero 

Prior 

Year  Statement 

Pase 

5,    col.   2.   line  17 

Page 

S,    col.    3.   line  17 

Paf-e 

5.   col.   4.  line  17 

Page 

5,    col.    5,   tine  17 

or  negative,   let  C  equal  sero.     If  A  ii 
r  negative,   let  C  equal  I.  0. 
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Page  7,  col.  2,  line  10 

+  Page  7.  col.  2,  line  19 

+  Page  7,  col.  3,  line  10 

*  Page  7,  col.  3.  line  19 

+  Page  7,  col.  <,  line  10 

+  Page  7,  col.  4.  line  19 

+  Page  7,  col.  5,  line  10 

t  Page  7,  col.  5,  line  19 


If  D  and  E  are  both  zero  or  negative,   let  F  equal  z 
po*LtLve  aad  E  i»  zero  or  negative,  let  F  equal  1.0 


□  nearest  integer 
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TEST  9i    CHANGE  IN  RESERVING  RATIO 
1974  and  subsequeat  yenrs 

Currant  Y«»r  St*tem«nt 

P»g«  5,   col.   Z,  line  17 
+  Page  5,   col.   3,   line  17 


Page  7,  col.  2,   Una  10 

+  Page  7,  col.  2,  line  19 

+  P»ge  7,  col.  3,   line  10 

+  Page  7,  col.  3,   line  19 
=  B 


U  A  »nd  B  are  both  z 
positive  but  B  is  zeri 


,    let  C  equal  zert 
Et  C  equal  1,  0. 


Prior  Year  Statement 

Page  5,  col.   2.  line  17 
+  PAge  5,  col.   3,  line  17 


Page  7,    col.  2,  Un 

+  Page  7,   col.  2,  lin 

+  Page  7,   col.  3.  Un 

+  Page  7,   col.  3,  lin 


If  D  and  Ear) 


let  F  equal  zero.     If  D  i 
t  F  equal   1.0. 


:  Result  (round  to  nearest  integer) 
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ADJUSTED  EARNINCS  AND 
BALANCE  SHEET  TESTS 


Some  of  Ihe  testa  that  we  evaluated  for  possible  iaclualon  In  the  Early 
Waraiog  System  employed  the  concept  of  adjusted  earoiaga  and  adjusted 
balance  sheet  figures.  Although  these  tests  would  irurginxlly  improve  the 
effeetivanesB  of  the  Early  Warning  System,  they  would  also  add  ■  ignif Icantly 
to  the  complexity  of  understanding  and  using  the  tests.  Therefore,  we  do 
not  recommend  that  these  teats  be  adopted.  In  order,  however,  to  permit 
the  task  force  to  review  our  decision  on  this  point,   this  appendix  describes 


1.  Calculation  of  adjusted  ti 

2.  Evaluation  of  adjusted  te 
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2.  Utilising  iotervit  atiumptions,   in  calculating  reaervcs  and  th« 
expeaies  related  to  future  benefit  payment*,  that  are  well  below 
the  yield  on  investments  experienced  tn  recent  yeara  and  antlci. 
pated  in  the  future 

3.  Utilizing  mortality  tablet  derived  I: 
rates  were  higher  than  those  experi 
anticipated  in  the  future. 

[n  Tcsponae  to  these  concerns,    both  the  A.  M.    Best  Company  and  the 
American  Institute  of  Fioancisi  Analysts  developed  methods  of  using  infor- 
mation available  In  statutory  statcTnents  to  adjust  net  gain  and  balance  sheet 
figures.     The  two  approaches  are  quite  similar,    and  we  have  used  them  -. 
with  certain  simplifications  •  to  calculate  adjusted  earnings  and  balance 
sheet  figures  as  components  in  possible  early  warning  tests. 

illustrated  graphically  In  Exhibit  I. 
,   we  used  the  sum- of -the -years - 

over  a  five-year  period.  These  acquisition  expenses  include  first-year 
cammissions,  medical  examination  fees,  inspection  report  fees,  agency 
expense  allowances,  and  agency  conferences.  The  five-year  period  for 
charging  oft  these  expenses  represents  a  simplification  of  the  Best  and 
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A  ntio  of  [iquid  latci  xa  adjuttad 
btmodviMlyaflsctiv*.  whilsi  lin 
on  nit*d  litfUtlM  wouM  not  mat 
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larve*  Bud  the  iacreaie  in  raaervea  are  adjusted  downward,  and  vice 
e  AIFA,  we  made  do  adjumt- 


BaUoce  ibeet  adjustments,  illustrated  in  E^xhibit  U,  were  made  in  a 
similar  maiiaer.    Assets  and  surplus  were  increased  by  the  amount  of  any 
acquisition  expense  yet  to  be  charged  off,  and  liabilities  and  surplus  ware 
adjusted  for  the  reserve  interest  assumption  using  the  ID-for-1  rule.     In 
addition,   the  mandatory  securities  valuation  reserve  was  deducted  from 
liabilities  and  added  to  surplus. 

We  used  these  adjusted  earningB  and  balance  sheet  figures  to  calculate 
three  tests:    (1)  adjusted  earnings  to  total  income;   (2)  change  in  adjusted 
surplus;   and  (3)  liquid  assets  to  adjusted  liabilities.      In  the  latter,   liquid 
assets  means  cash  and  invested  assets  minus  any  excess  of  investments  in 
real  estate  over  5  percent  o(  adjusted  liabjlitie 
exclude  investments  in  affiliates,   but  this  infoi 
most  of  the  insolvent  companies. 

Exhibit  III  compares  the  ratio  of  adjusted  earnings  to  total  income  with 
the  ratio  of  net  gain  to  total  income.  The  adjusted  earnings  lest  is  moder- 
ately superior  -  both  when  the  insolvents  are  taken  in  the  third  year  before 
insolvency  (as  shown  in  Exhibit  III)  and  in  other  years. 
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SECOND  YEAR  BEFORE  INSOLVENCY 


FINAL  YEAR  BEFORE  INSOLVENCY 
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aach  dis criminate  individually,  but  how  much  they  would  add  to  the  discrim- 
inating affectiveneas  of  the  syitem  as  a  whole. 

In  Exhibit  VI,  the  nine  lecommended  tests  are  compared  with  a  system 
using  the  adjusted  tests.     In  the  latter,    adjusted  earnings  has  been  substi- 
tuted £oT  net  gain;  change  in  adjusted  surplus  has  been  substituted  lor  change 
in  stated  surplus;  and  the  ratio  of  liquid  assets  to  adjusted  liabilities  has 
beea  added  (making  a  total  of  10  tests).     The  System  with  the  adjusted  tests 
Voald  be  marginally  more  effective  than  the  recomRiended  system,    partic- 
ularly in  the  last  year  before  insolvency.     Thus,  use  a£  the  adjusted  tests 
could  improve  the  effectiveness  of  the  Early  Warning  System  slightly.     More 
importantly,    we  feel  the  adjusted  tests  are  logically  more  adequate  than  the 
Similar  statutory  tests. 

Oo  the  other  hand,   including  the  adjusted  testa  lias  two  disadvantages. 
Most  importantly,  the  adjusted  tests  would  sigaificaotly  complicate  the 
uaars'  problem  of  under  stand  tog  and  using  the  Early  Warntag  System.    All 
of  the  recommended  tests  are  relatively  simple  in  concept  and  can  be 
readily  calculated  by  hand.    The  adjusted  tests,  however,  would  introduce 
an  entirely  new  level  of  complexity  into  the  system.     We  feel  this  added  com- 
plexity might  prevent  some  potential  users  from  gaining  the  maximum  bene- 
fit from  the  Early  Warning  System.     Second,   a  data  gathering  problem  would 
result  from  the  increased  period  of  time  for  which  annual  statement  data 
would  be  required  (five  years  as  opposed  to  two)  and  the  fact  that  some  of 
the  data  required  would  be  "new''  information.     Obtaining  this  information 
might  depend  upon  the  cooperation  of  the  insurance  departments  in  all  the 
states  and  would  present  numerous  opportunities  for  errors  and  omissions. 

Thus,  primarily  because  we  believe  the  added  complexity  of  the  tests 
outweighs  the  very  modest  improvement  in  effectiveness,  we  recommend 
that  the  three  adjusted  tests  not  be  employed  in  the  Early  Warning  System. 
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USING  THE  LIFE  AND  HEALTH 
EARLY  WARNING  SYSTEM 

TABLE  OF  CONTENTS 


INTRODUCTION 

THE  EARLY  WARNING  TESTS 
Financial  Tot* 

1.  Change  in  Surplus 

2.  Net  Cain  to  Total  Income 

3.  Commiaaicini  and  Expenses  to  Prem 

4.  Inveitment  Yield 

5.  Nonadmitted  to  Admitted  Asaeti 
Stability  Testi 

b.  Change  in  Prenuum 

7.  Change  in  Product  Mix 

8.  Change  in  Asset  Mix 

9.  Change  in  Reserving  Ratio 

PRIORITY  COMPANY  SYSTEM 
SUGGESTIONS  FOR  FURTHER  ANALYSIS 
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USING  THE  UFE  AND  HEALTH 
EARLY  WARNING  SYSTEM 


The  Early  Warning  Syalem  far  Life  and  Health  Ingurance  Companies 
has  been  developed  by  an  NAIC  committee  of  state  Insurance  Department 
personnel.     The  purpose  of  the  system  is  to  help  the  various  state  Insurance 
Department!  identify  the  life  and  health  companies  most  likely  to  experience 
fioancial  difficulties,  so  that  the  departments'  resources  for  in-depth 
analysis  and  on-site  examination  of  companies  can  be  focused  on  these  com- 

The  system  consists  of  nine  ratios  or  tests  that  measure  various  aspects 
of  the  company's  financial  condition  and  stability.   These  tests  are  quite 
simple,    yet  historical  analysis  shows  that  they  are  effective  in  distinguish- 
ing between  troubled  and  sound  companies.   For  each  test,  bench  marks  for 
determining  "exceptional  values"  -  those  most  likely  to  indicate  difficulty  - 
have  been  established  by  comparing  past  test  results  for  insolvent  and 
sound  companies.     Depending  on  the  number  of  test  results  that  are  in  the 
exceptional  value  range,    each  company  is  placed  in  either  a  "priority"  or 
a  "non- priority"  category. 


effective  in  distinguishing  be 
s  foolproof.     Therefoi 

results  without  further  analysis  and  examination  of  the  c 
and  no  state  should  rely  completely  on  the  Early  IVarnin; 
basis  for  identifying  companies  for  priority  attention. 

personnel  in  understanding  how  the  Early  Warning  Systei 
gaining  the  maximum  benefit  from  il.    The  manual  consia 
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1  -  THE  EARLY  WARNING  TESTS  , 


The  Life  and  Health  Early  Warning  System  ii  baaed  on  nine  tait>  tfaat 
have  proven  effective  In  dliUngulahing  troubled  from  sound  companiea. 
The  eQectivenaaa  of  these  tests  was  determined  by  comparing  the  test 
results  for  a  group  of  insolvent  companies  with  the  results  for  a  matched 
aample  of  solvent  companies. 

The  Inaolvent  company  aample  Included  SO  companies  that  were  liquidated 
or  came  under  state  control  during  the  past  decade.    The  Bample  includes 
half  of  the  total  number  of  Insolvent  companies  during  that  time  -  alt  of  those 
for  iriilch  annual  itatamenti  were  available.    A  sample  of  85  solvent  com- 
panies was  matched  with  the  insolvent  sample  in  state  of  domicile  tE:ithibit  I) 
and  premium  volume  (Exhibit  II),   and  was  screened  by  the  chief  examiners 
in  the  states  of  domicile  to  eliminate  clearly  troubled  companies.    The 
solvents  were  also  similar  to  the  insolvents  in  product  mix  (Exhibit  lU). 
Of  tlie  insolvent  conkpanlea,  8  percent  were  mutuals;  six  percent  of  tha  solvent 


Baaed  on  the  test  results  for  these  two  sannples  of  companies,  bench 
martta  for  determining  exceptional  values  were  established  (or  each  test 
at  the  point  that  Identified  the  highest  percentage  of  insolvent  companies  with- 
out identifying  an  unmanageable  percentage  of  solvents.     Exceptional  valuea 
thus  represent  the  test  results  tliat  are  most  likely  to  indicate  possible 
financUt  difficulty. 

Tork  sheets  for  calculating  test  results  will  be  found  tn  the  Appendix. 
These  work  sheets  may  also  be  helpful  in  clarifying  the  details  of  how  the 
teat  results  are  calculated. 

The  nine  early  warning  tests  fall  into  two  groups: 

1    Financial  tests 

9   Stability  tests. 
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There  are  five  financial  test*. 

Change  in 
SurpliiB  (Teat  I) 

This  test  is  the  moit  general  meaaiir*  of  the  improvement  or  deteriora- 
tion In  the  company'*  fln&nclal  position.     It  ib  calculated  by  dividing  the 
change  in  capital  and  aurplu*  from  the  prior  to  the  current  year  [net  of  any 
surplus  paid  in)  by  the  prior  year  capital  and  surplus.    Exceptional  values 
are  those  less  than  or  equal  to  minus  10  percent.      Fifteen  percent  of  the 
solvent  company  sample  had  exceptional  values  on  this  test  In  1972,   whereas 
53  to  86  percent  of  the  Insolvent  companies  (depending  on  the  number  of 
year*  before  insolvency)  felt  below  the  bench  mark.    The  distribution  of 
test  results  for  solvent  and  insolvent  companies  is  shown  in  Exhibit  IV, 

Net  Gain  to  Total 
Income  (Test  Z) 

Net  gain  is  a  conservative  measure  of  the  company's  profitability.     On 
(his  test,    exceptional  values  are  t)io*eIess  than  or  equal  to  sero.     Twenty- 
five  percent  of  the  solvent  company  sample  (in  1972)  and  60  to  72  percent 
of  the  insolvents  (depending  on  the  period  of  time  prior  to  insolvency)  had 
exceptional  values  on  this  test.    Exhibit  V  shows  the  distribution  of  test 
results  [or  the  solvent  and  insolvent  companies. 
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(in  I9TZ)  KDd  5Z  to  61  percent  of  tho  inaolvents  (depemting  upon  the  yct,r) 
had  cxcsptloDSl  valusi  on  this  lest.  Exhibit  VI  shows  the  distribution  of 
test  reaultB  for  these  companies. 

Investment  Yield 
IT'"  « 

The  investment  yield  Is  another  key  element  in  the  company's  profitabi- 
lity.    The  test  result  Is  net  investment  income  divided  by  the  average  amount 
of  cash  and  invested  assets  during  the  year  (see  the  work  sheet  in  the 
Appendix  for  the  method  of  calculating  average  cash  and  invested  asseti). 
Exceptional  values  are  those  less  than  or  equal  to  3.  S  percent.   Twenty 
percent  of  the  solvent  sample  (In  197Z)  and  58  to  7B  percent  of  the  insolvents 
nal  values  on  th 


nonadmitted  assets,  which  may  reprea 
investments.  Exceptional  values  are  t 
percent.  Nine  percent  of  the  solvent  c 
43  percent  of  the  insolvents  (depending 
on  this  test.  Exhibit  vm  shows  the  dii 
companies. 
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lolvent  company  lample  (in  1972)  and  6S  to  75  percent  of  the  insolvents 
[depending  upon  the  period  of  time  before  ineolvency)  had  exceptional 
value*  on  this  teat.     The  iniolventt  tended  ta  show  dramatic  locreasea 
in  premium  in  the  third  or  fourth  /ear  prior  to  Insolvency,   with  abrupt 
declines  In  the  final  years.    The  distribution  of  teat  results  for  the  aolver 
and  insolvent  companies  is  shown  In  Exhibit  DC. 


Results  on  the  change  in  product  mix  test  lepreaenC  the  average  change 
in  the  percentage  of  total  premium  from,  each  product  line  during  l^e  year. 
The  product  llnea  are  tlioae  defined  in  the  gain  and  loss  exhibit  on  page  S 
of  the  annual  statement.    To  calculate  ttiis  teat  result,   the  percentage  of 

premium  from  each  product  line  is  first  determined  tor  the  current  and 
prior  years.  Next,  the  difference  in  the  percentage  of  premium  between 
the  two  years  is  determined  for  each  product  line.  Finally,  the  total  of 
these  differences  -  without  regard  to  sign  -  is  divided  by  the  number  of 
product  lines  to  determine  the  change  in  the  percentage  of  premium  for  the 

Due  to  the  addition  of  separate  columns  in  the  gain  and  loss  exhibit  for 
credit  life  and  credit  disability  insurance  in  1973,   the  change  in  product 
mix  test  cannot  be  calculated  for  that  year.   For  1972  and  prior  years,    the 
test  result  is  reached  in  the  manner  described  above,   with  ADO  and  TPD 


Exceptional  values, for  1972  and  prior  years  are  those  greater  than  or 

(In  I97Z)  and  34  to  58  percent  of  the  insolvents  (depending  upon  the   year} 
had  exceptional  values  at  this  bench  mark  (Exhibit  X).      For  1974  and  sub- 
sequent years,    the  bench  mark  for  determining  exceptional  values  will 
be  adjusted  to  5.0  percent,    to  reflect  the  increase  in  the  number  of  product 
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th*  pvrcaotsga  of  total  caah  and  Inveatsd  SBsal*  for  Uta  cl«iie>  of  ■•■•ta 
on  the  flrat  10  Unei  In  page  Z  of  the  annual  statement.  Exceptional  valuaa 
on  thia  teat  are  thoae  greater  than  or  equal  to  5.  0  percent.  Ten  percent 
of  the  aolvent  company  aample  (in  1972)  and  24  to  47  percent  of  the  inaol- 
venta  (depending  upon  the  jrear)  had  exceptional  value*  on  thia  teat.  The 
diatributlon  of  teat  reaulta  for  theae  companiea  ia  ahown  in  Ebchibit  XI. 


The  change  In  the  reaervlng  ratio  la  the  number  of  percentage  polnta 
of  difference  between  the  reaerving  ratio  for  the  current  and  prior  yeara. 
F*or  each  of  theae  yeara,   the  reaervlng  ratio  la  equal  to  the  aggregate 
increaae  In  reeervea  for  Individual  life  insurance  taken  aa  a  percentage  of 
renewal  and  aingl*  premium  for  individual  life  insurance,     Poaltlve  teat 
reaulta  indicate  an  Increase  In  this  ratio  from  the  prior  year;  negative 
reaulta  indicate  a  decrease.     Exceptional  values  are  those  greater  than  or 
equal  to  10  percentage  polnta  and  less  than  or  equal  to  minua  20  points. 
Theae  bench  marks  Identified  ZO  percent  of  the  companies  in  the  aolvent 
sample  In  1972  and  about  70  percent  of  the  Inaolvcnta  in  each  of  their  last 
three  year*  (60  percent  in  the  fourth  year  prloi  to  insolvency).    The  dlS' 
trifautlon  of  test  results  for  these  companiea  ia  ahown  In  Exhibit  XII. 
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-  SUCGESTIOMS  FOR  FURTHER  ANALYSIS 


The  purpose  of  performing  further  analyaia  is  to  establish  prioritleB 
for  scheduling  on-site  examinations  and  to  clarify  the  scope  and  focus  of 
each  examination.    Particular  attention  ihould  be  paid  to  priority  com- 
panies, which  would  receive  a  high  priority  for  eximtnation  unless  thla 
analysis  discloses  that  the  company  is  dearly  sound.     Attention  should 
also  be  be  paid  to  non-prtority  companies,    however,    since  further  analyale 
could  disclose  a  need  for  examining  some  of  these  companies  as  well. 

In  performing  additional  analysis,   a  familiarity  with  the  company  will 
be  moat  helpful.     The  suggestions  (or  further  analysis  discussed  below 
are  not  intended  to  be  followed  mechanically.    RaOier,  the  examiner  should 
adjust  the  depth  and  direction  of  his  analysis  in  accordance  wiOi  his  knowl- 
edge of  the  company  and  its  particular  circumstances. 

The  analysis  begins  with  a  review  of  the  company's  early  warning  t«at 
results.    Refer  to  Exhibits  IV  through  XII  to  determine  where  the  company 
stands  relative  to  other  companies  on  each  test.     Note  the  tests  on  which 
the  conipany  has  exceptional  values  and  the  amount  by  which  these  test 
results  exceed  or  fall  short  of  the  exceptional  value  bench  marks.     Also 
note  whether  the  exceptional  values  tend  to  occur  on  financial  tests  or 
stability  testa,   and  refer  to  the  appropriate  section  below. 


The  analysis  of  financial  condition  begins  with  the  change  in  aurplua 
teat,  which  is,  in  a  sense,  the  ultimate  measure  of  the  improvement  or 
deterioration  in  financial  condition. 
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Z  -  PRIORITY  COMPANY  SYSTEM 


The  priority  designation  ia  given  to  companies  with  exceptional  values 
an  three  or  more  ol  the  nine  testa.  Companies  with  less  than  three  excep- 
tional values  are  treated  as  nonpriorit/  companies. 

Of  the  50  insolvent  companies  studied,  all  but  one  would  have  been 
given  the  priority  designation  at  some  time  during  their  last  four  years. 
Since  same  inaolvenls  would  have  been  priority  companies  in  same  y«ara 
but  not  others,  the  percentage  of  insolvents  identified  in  each  of  the  last 
four  years  before  insolvency  would  have  been  about  88  percent  (Exhibit  XIU). 
Only  n  percent  of  the  sample  of  solvent  companies  would  have  received 
the  priority  designation  in  1972. 

Overall,  between  IS  and  20  percent  of  the  companies  tested  are  ex- 
pected to  receive  the  priority  company  designation.      These  are  the  com- 
panies most  likely  to  require  special  monitoring  by  the  Insurance   Depart- 
ment,    Their  test  results  should  be  verified,   and  further  analysis  of  their 
annual  statements  should  be  performed  to  determine  whether  an  on- site 
examination  is  called  for  (see  Chapter  3  for  suggestions  on  further  analysis). 

Although  the  intent  of  the  priority  company  system  is  to  assist  Insur- 
ance Department  personnel  in  focusing  their  immediate  attention  on  those 
companies  moat  likely  to  be  experiencing  financial  difficulty,   not  all  the 
priority  companies  will  necessarily  be  troubled.   Some  may  have  taken 
action  to  eliminate  weaknesses  that  became  apparent  during  the  prior  year. 
It  is  also  possible  that  unusual  accounting  methods  may  make  test  results 
appear  less  favorable  than  is  warranted,    or  that  errors  may  occur  in  cal- 
culating lest  results.     However,   unless  a  priority  company  is  known  to  be 
Hnancially  sound,    careful  analysis  and  examination  of  that  company  would 
be  appropriate. 

Nonpriority  companies  are  less  likely  to  require  in-dcpth  review  or 
on-site  examination.  However,  (he  fact  thai  a  company  ia  not  given  the 
priority  classification  by  the  Early  Warning  System  should  not  be  taken 
as  a  guarantee  of  continuing  financial  solidity.  The  results  of  Individual 
tests  for  each  nonpriority  company  should  be  carefully  analysed.  If  areas 
of  concern  are  identified,  a  review  of  that  company's  annual  statement 
should  be  made  to  determine  whether  an  examination  If  required. 


D,j.,.db,Googlc 


360 

3  -  SUGGESTIONS  FOR  FURTHER  j^NALYSIS 


Tha  purpose  of  peiformtng  further  analymta  ia  to  eatabliah  priorities 
for  Bchaduling  on- lite  examinatlona  and  to  clarify  the  scope  and  (ocu«  ot 
each  examinatton.     Particular  attention  should  be  paid  to  priority  com- 
panies, which  would  receive  a  high  priority  for  examination  unles*  this 
analysis  dieclones  that  the  company  is  clearly  sound.    Attention  should 
also  be  be  paid  to  non-priority  companies,    however,    since  further  analysis 
could  disclose  a  need  for  examining  some  of  these  companies  as  well- 
In  performing  additional  analysis,  a  familiarity  with  the  company  will 
be  moat  helpful.     The  suggestions  for  further  analysis  discussed  below 
are  not  intended  to  be  followed  mechanically.     Rather,   the  examiner  should 
adjust  the  depth  and  direction  of  his  analysis  in  accordance  wlSi  his  knowl- 
edge o£  the  company  and  its  particular  circumstances. 

review  of  the  company's  early  warning  test 
irough  Xn  to  determine  where  the  company 
stands  relative  to  other  compantea  on  each  test.     Note  the  teats  on  which 
the  company  has  exceptional  values  and  the  amount  by  which  these  teat 
results  exceed  or  fall  short  of  the  exceptional  value  bench  marks.     Also 
note  whether  the  exceptional  values  tend  to  occur  on  financial  tests  or 
stability  tests,  and  refer  to  the  appropriate  section  below. 


financial  condition  begins  with  the  change  in  surplni 
lense,  the  ultimate  measure  of  the  improvement  or 
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behind  tha  decline  In  surplus  and  the  likelihood  that  they  will  be  repeated 
tn  futur«  years.     Review  the  surplus  account  on  page  4  of  the  annual 
statement.     If  the  only  significant  decrease  in  surplus  was  a  net  loss  from 
operations,   refer  to  the  suggestions  under  net  gain  in  the  following  section. 
Other  factors  likely  to  have  a  algnincant  negative  impact  on  surplus 
induda: 

1.   Stockholder  dividends.     Was  the  amount  of  dividends  paid  to 
stockholders  appropriate,    considering  the  company's  net 
gain  and  general  financial  condition?     If  the  company  made  a 
net  loss,  were  dividends  reduced?     Has  the  company^s  dividend 
policy  over  the  past  five  years  been  consistent  with  protecting 
the  company's  ability  to  meet  Its  financial  obligations  to  policy- 
holders? 

Z.  Capital  losses.  Check  Exhibit  4  to  determine  which  categories 
of  investmentB  were  responsible  for  capital  loaies.  Were  the 
company's  losses  generally  in  line  with  the  losaes  experienced 
by  other  companies  investing  in  the  same  classes  of  assets 
during  the  sanne  period?  How  are  the  company's  assets 
currently  Invested  (review  page  Z  and  Schedules  A  through  D)7 
Has  the  company  moved  to  protect  itself  against  further  capital 
lossss? 
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ratio)  aod  whethar  thsae  Incrsaass  are  llkaly 


Nat  Gain 

Check  the  trend  in  the  ratio  of  net  gain  total  lacome  (Tail  Z)  and  review 
the  gain  or  !□■■  by  product  line  on  page  5,   bearing  in  mind  that  tha  company 
hai  conaldarahla  discretion  in  allocating  expenaea  among  product  Ilnaa. 
If  a  company'a  loaaea  reault  from  a  few  product  Itnea,  the  following  analysia 
may  be  done  for  only  thoa*  linea  of  businesa. 
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Review  the  trend  in  the  ratio  of  cominiolona  and  expeoses  to  premium 
(Teat  4).    A  high  ndo  of  conunisston*  and  expenses  to  premluni  can  be 
cauied  by  exceealve  apending  or  a  high  growth  rate.   Far  campaniei  with 
excepdonal  value*  (above  60  percent  on  thla  test,   further  analysis  should 
first  be  directed  at  determining  the  relative  importance  of  these  two 


In  addreaaing  this  issue,   it  ts  helpful  to  compare  the  subject  company 
with  a  group  of  three  to  five  natural  competitors  that  have  teat  reaulta 
below  60  percent.     These  companies  should  be  of  about  the  same  size  and 
sell  about  the  same  products  as  the  subject  company.      They  should  also 
have  a  similar  mix  of  general  agencies  and  branch  offices  .  since  this 
affects  the  balance  between  commissions  and  expenses.   For  each  company, 
calculate  for  the  past  five  years: 
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with  the  long  term  TinaDctal  lecurlty  of  policyholder*.  A  "frae-tpendlBg" 
attitude  wae  evident  in  a  number  of  the  insolvent  companies  studied. 

If  the  underlying  reason  for  the  high  test  reavdt  waa  the  growth  rsta, 
continuation  of  rapid  growth  nuy  dangerously  reduce  surplus  and  oecftaai- 
tate  raising  additional  capital.     The  general  soundnasa  of  the  company 
and  the  profitability  of  Its  operations  could  then  be  crucial  to  raising  Ihla 
additional  capital.    If  the  company  is  unlikely  to  attract  new  capital,   a 
high  growth  rate  and  declining  surplus  could  threaten  the  company's 


For  life  companies,  investments  represent  a  particularly  critical 
iment  In  company  performance  and  solidity.     PamiliariEe  yourself  with 
:  compiany's  investments  on  page  Z  of  the  annual  statement,   and  check  the 
Tipany's  results  on  the  test  of  change  in  asset  mix  (Test  B)  to  determine 
stability  of  the  company's  investment  policy. 

Check  the  ratio  of  nonadmttted  to  admitted  assets  (Test  S).    For  com- 
ites  with  test  results  above  10  percent,   review  Exhibits  13  and  14  to 
:ermine  the  nature  of  Che  nonadmitted  assets  and  the  reasons  for  nonad- 
ssion.     Compare  the  amount  of  nonadmitted  assets  with  surplus  to  deter- 
ne  the  impact  on  financial  condition  of  the  investments  in  nonadmitted 


Also,  chnck  the  amount  of  investments  Ln  affiliated  companies  (Sche 
ule  13  summary  page)  as  a  percentage  of  Invested  assets.  If  the  amount 
high,  the  company  may  experience  a  low  yield  or  illiquidity.  Large  invi 
ments  in  affiliated  companies  may  also  Increase  the  overall  risk  to  vrhic 
the  company  is  subject.  Determine  whether  the  company's  investment  1 
filiates  is  consistent  with  protecting  the  interests  of  policyholders. 

It  is  helpful  to  consider  the  company's  investments  from  three  point 
of  view: 

1.   Risk.      Certain  classes  of  investments  are  generally  more 
risky  than  others.    For  example,   equity  investments  (such  as 
Btocka  and  real  estate)  tend  to  experience  greater  fluctuations 
in  value  than  investments  in  debt  (such  as  bonds  and  mortgage 
loans).     Review  the  company's  mix  of  assets.      Compare  the 
percentage  of  invested  assels  in  equities  with  the  ratios  for 
13 
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•Imilkr  eoii^>anies.  AIsc 
■ecurities  valuation  reaei 
■tocks. 

,    Return.     The  basic  measure  at  return  for  insurance  compaoiea 
is  the  investment  yield  (Test  41.     For  companies  with  a  low 
yield,   first  compare  the  yield  with  the  average  reserve  interest 
assumption  (see  the  section  on  net  gain).     Then  determine 
(rom  Exhibit  J  the  gross  yield  on  each  of  the  major  classes 
of  assets.   This  wi!l  clarify  the  degree  to  which  the  low  ove»U 
yield  may  be  due  to  large  investments  in  assets  that  produr* 
little  or  no  current  income.     Some  companies  may  forego 
a  certain  amount  of  current  income  in  the  expectation  of 


has  experienced  large  gains  or  losses,  review  Schedu 
through  D  and  attempt  to  determine  whether  the  comp 
ments  may  be  unduely  speculative, 

3.    Liquidity.     In  general,    investment  liquidity  is  less  icr 
for  life  companies  than  for  accident  and  health  and  pr 

insurance  contract.  However,  liquidity  may  also  be  i 
for  life  companies  with  a  mature  book  of  business  and 

than  stocks;  the  liquidity  of  real  estate  holdings  may  1 
difficult  to  determine.  Review  the  distribution  of  the 
pany's  assets  from  (he  point  of  view  of  liquidity  and  d 
whether  the  investments  are  sufficiently  liquid  to  mee 
possible  cash  demands,   given  the  nature  of  the  compa 


STABILITY 
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of  the  lituatton?     Doe»  the  company  have  the  knowledge  and  experience 
required  to  maintain  financial  strength  while  operatlona  are  changing 

dramatically?     Financial  analysis  is  of  little  aasiatance  in  answering 
these  questions.     Therefore,  an  examination  is  probably  required  for  coi 
panics  with  exceptional  values  on  two  or  more  o(  the  stability  tests  -  unli 


A  change  in  direcHon,   as  may  be  indicated  by  the  atabillty  tests,   may 
result  from  a  change  in  company  ownership  and  control.     During  the  past 
decade,    two  thirds  of  the  insolvent  life  and  health  companies  had  had  their 
current  owners  for  five  years  or  less  at  the  time  of  insolvency.     Of  all 
life  and  health  companies  in  197Z,   only  8  percent  had  had  their  current 
owners  five  years  or  less.    These  facts  suggest  that  life  and  health  com- 
panies should  receive  high  priority  for  examination  during  their  first  years 
under  new  ownership, 

IS 


DigiLizedbyGoOglc 


TEST  CALCULATION  WORKSHEETS 


The  work  sheets  on  the  following  pages  can  be  used  to  calculate  test 
results  by  hand  and  to  clarify  the  details  of  the  calculations.  The  data  r 
quired  (or  test  calculations  are  referenced  by  page,   cotiunn.   and  line  in 
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TEST  li  CHANGE  IN  SURPLUS 

1,  hg>  3  Lin*  30  Cumnt  t—r'  • 

2,  Pf  4  Una  39  Currint  Ymt  i         ..^  .   ,  _ 

3,  1^  3  Un»  30  Prior  V«r'  ■ 

4,  Untt-Un»3~Un»3  ■ i 

&.  n»flmuNILiim4*Unt3t  % 

*  rr  titw  f  or  Uw  J  «A«M  f(  nm  or  iMpKA*.  (A*  Mt  nw/ 

TEST  2:  NET  GAIN  TO  TOTAL  INCOME 

1.  Pao«5Column1  Line33  ■ 

2.  P»a»5Column  1  Lin»7*  ■ 

3.  TutRttultlLlnH*LiimZI  % 

'H Um  2tlio<i*  linm or mgttrit,  no  uttionltkealculatoA. 
TEST]:  COMMISSIONS  AND  EXPENSES  TO  PREMIUM 

1.  Pwn  5Colu™  1  Line  21  , , 

2  P»9e5Colunin1  Line23  ■ 


Sl  THlR-umLlno3*Lln*4l  .% 

*  H  Lkf  4  ibero  w  tan  arntgnitm,  no  tut  malt  k  ofcutontf. 
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TEST  4:  INVESTMENT  YIELD 


Cumnt  Yav  Sttummt 

I.PwSUtMlOA 

2Pagi2UrHig 


TtttRnult 

9.  Pags  G  Column  I 
Lina  4  Gurranl  Ynr 

^^.H^It<llUn»tO• 
12.r**r/>tmm (LUmB-^Li)*  til 


TESTS:  NONADMITTED TO ADMrTTED ASSETS 

l.P»g»14Ct>(umn3Lin»2B  ■ 


3.TntlitmllfLlml-^LIn»a 
*  If  Lint  3  abort  h  itro  tr  ntgitl—  i 

TEST61  CHANGE  IN  PREMIUM 

I .  Page  S  Commn  1  Lina  1  Current 
Z  Page  SColumn  t  Line  1  Prior  Y* 
3.  Lin*  t  -  Lint  3 
*.TttiHnJltlLini3-^LiM2l 
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Work  Sheet } 

TEST  7:  CHANGE  IN  PRODUCT  MIX 

1972  AND  PRIOR  YEARS: 


PREMIUM 

CURRENT  YEAH 
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1974  AND  SUBSEQUENT  YEARS: 
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■reST«:  CHANCE  IN  ASSET  MIX 

AKCn 
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WockSlwetS 

TEST  »;  CHANGE  IN  RESERVING  RATIO 


att>i»tapofthk 


1973  AND  PRIOR  YEARS'  RESERVING  RATIOS 

1.PWiSC:alu<nn2Ur>il7 
2.  Page  5  Colunvi  3  Line  1 7 
3.P>g>6C0lumn4Liiw17 

4.  Page  S  Column  S  Lin*  1 1 

b.  Untt  t  Lk»  2*  Lln»3*  Llim4' 

.e.Paai'Calumn2Lin*I0 

7.  P»0*  7  Column  3  Un*  10 

8.Plgi7CDlunn4t.lni10 

9.  Pag*  7  Column  5  Lina  10 
IO.Pw7Column2Un«19 

11.  Paga  7Column  3  Line  19 

12.  Paga  7  Column  4  Line  19 

13.  Page  7  Column  5  Line  19 
14. Sum  of  Llmt 6  Itirouah  fj* 


CURRENTYEAR 

RATIOS 

, 

. 

. 

, 

, 

19: 


I  AND  SUBSEQUENT  YEARS'  RESERVING  RATIOS 


)a  7  Column  2  Line  to 
)8  7Column3Lin«IO 
(e  7  Column  2  Line  19 


CHANGE  IN  RATIO 

26.  Curmn  ftf  ittio  from  Lint  IS  of  Lim  34 

7S.  Prior  ymr  ratio  from  Line  IS  or  Lint  24 
n  Tmr  mull  fLim  25 'Lint  261 


t.  Line  t6  ii  rcro.  If  Lina  14 

iV>,  Lint  24  II  ttro.  If  Lint  23 
24  it  lOOpmitnt. 
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Senator  Bhooke,  All  right.  Now  is  there  a  nationally  recognized 
definition  of  what  constitutes  an  insurance  company  insolvency! 

Mr.  Kinder.  I  think  there  are  nationally  recognized  definitions.  The 
NAIC  model,  "Post^ Assessment  Guarantee  Fund"  defines  an  insolvent 
insurer  as  an  insurer  determined  to  be  insolvent  by  a  court  of  compe- 
tent jurisdiction,  and  we  believe  the  determination  of  the  insolvent 
will  always  be  a  question  of  judgment  and  petitions  for  the  deter- 
mination of  insolvency  are  generally  opposed  by  the  alleged  insolvent 


I  have  a  case  in  California  where  we  began  conservatorship  in  a 
company  on  September  23,  1975,  and  the  matter  is  still  in  litigation 
with  the  owners  of  the  company  contesting  our  allegations  and  we  do 
not  have  hopes  for  an  early  resolution  of  Uiat  problem. 

Senator  Brooke.  What  is  your  definition  of    insolvency"? 

Mr.  Kinder,  My  definition  of  "insolvency"? 

Senator  Brooke.  Tour  association's  definition  1 

Mr.  Kinder.  The  definition  of  "insolvency"  would  clearly  be  an  ex- 
cess of  liability  over  assets,  but  we  deal  in  insurance  terminology  with 
a  distinction  between  what  might  be  termed  a  "commercial  insolvency" 
and  a  "statutory  insolvency."  A  "statutory  insolvency,"  is  the  impair- 
ment of  capital.  That  is,  the  exhaustion  of  the  surplus  above  capital  so 
capital  becomes  impaired. 

Senator  Brooke.  How  many  of  the  insurance  company  insolvencies 
which  have  occurred  since  1970  have  not  been  covered  by  State  guar- 
antee funds  and  what  is  the  extent  of  the  losses  to  policyholders  and 
claimants  of  these  failed  companies  f 

Mr.  KraoER.  We  do  not  have  that  information  for  you  this  morning. 
Senator.  We  are  in  tSie  process  of  gathering  it  and  we  will  develop 
it  fully  and  submit  it  to  this  committee. 

I  think  there  are  probably  two  areas  here.  One  is  the  extent  to  which 
the  existing  guarantee  funds  leave  certain  liabilities  uncovered,  and 
the  other  would  be  insolvencies  in  those  States  prior  to  the  time  that 
they  enacted  guarantee  funds  in  tTie  time  period  for  which  you  re- 
quested this  information. 

Senator  Brooke,  Will  you  submit  that  number  for  the  record? 

Mr.  Kinder.  Yes,  sir. 

Senator  Brooke.  We  would  like  to  have  that.  To  what  extent  have 
policyholders  of  insolvent  companies  covered  by  State  guarantee  funds 
or  their  claimants  not  twen  compensated  for  losses  due  to  deductibles 
and  maximum  recovery  limits  imposed  by  State  guarantee  plans? 

Mr,  Kinder.  Here  again,  we  do  not  have  the  specific  answer  to  your 
question.  There  are  dSluctibles  in  most,  if  not  all,  of  the  guarantee 
fund  of  $100  or  $200  per  claim. 

In  addition,  some  of  the  States  do  not  cover  unearned  premium 
liabilities.  The  California  Guarantee  Act  does  not,  for  example.  Other 
States  with  the  NAIC  model  bill  have  a  maximum'  recovery  of 
$300,000.  In  California  that  is  $500,000.  I  know  of  no  insolvency  in 
which  we  have  had  a  single  claim  in  excess  of  that  amount,  but  this  is 
information  that  we  will  have  to  gather  from  a  number  of  sources  and 
we  will  submit  it  for  you. 

Senator  Brooke.  In  the  event  of  the  insolvency  of  a  major  company, 
what  procedures  have  been  developed  for  distributing  the  assets  of 
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such  a  companv  among  the  guarantee  funds  in  the  States  in  which  the 
conipan  J  was  doing  business  i 

Mr.  Kinder.  At  this  point  at  least  18  States  now  have  early  access 
provisions,  allowing  the  guarantee  funds  immediate  access  to  any 
assets  still  held  by  uie  insolvent  insurer.  This  obviously  substantially 
reduces  the  assessment  burdens  of  the  fund  system. 

There  are  a  number  of  other  States  in  which  such  legislation  is  pend- 
ing, including  California  in  the  current  session. 

Early  access  is  provided  by  the  new  draft  model  liquidation  law 
which  the  NAIC  has.  It  is  also  expected  to  be  acknowledged  in  an 
amendment  to  the  NAIC  model  guarantee  funds  law. 

Another  significant  revision  is  the  assurance  of  priority  for  guaran- 
tee fund  claims  in  the  insolvency  or  liquidation  proceedings.  The 
guarantee  fund  in  this  sense  represents  the  consumer  claimants  and 
policyholders,  who  should  be  entitled  to  a  priority  over  general  credi- 
tors. At  least  16  States  have  already  added  such  priority  provisions  to 
their  guarantee  funds,  and  this  change  is  soon  expected  to  be  incorpo- 
rated mto  the  NAIC  model  bill.  I  believe  at  the  December  meeting  of 
the  association  that  will  be  accomplished. 

Senator  Brooke.  Have  you  actually  worked  on  procedures  for  dis- 
tributing the  assets  of  such  a  company ! 

Mr.  I&NDER.  Well,  it  would  require  that  it  be  accomplished  in  the 
fashion  I  have  described,  the  liquidation  task  force  has  worked  on  the 
procedural  aspect  of  it  as  well. 

Senator  Brooke.  Will  you  submit  that  in  detail  to  this  committee! 

Mr,  Kinder.  Yes,  sir. 

Senator  Brooke.  In  most  States  both  property  liability  and  life  and 
health  guarantee  funds  have  been  propc^ed  in  approximately  the  same 
time  frame.  The  data  we  have  indicates  that  only  17  States  have 
adopted  life  and  health  guarantee  laws,  whereas  48  States  have  prop- 
erty liability  guarantee  laws. 

Why  has  the  adoption  of  life  and  health  guarantee  laws  lagged  so 
far  behind  adoption  of  property  liability  lawsl 

Mr.  Kinder,  I  think  the  principal  reason  for  that,  Senator,  is  the 
lack  of  a  perceived  need  for  such  a  guarantee  fund.  The  record  in 
those  lines  of  business  has  been  such  that  there  have  been  relativdy 
few  insolvencies. 

Additionally,  the  long-term  nature  of  life  contracts  and  reinsurance 
and  statutory  reserves  minimize  the  solvency  problems  in  this  line. 
In  California  we  do  not  have  a  life  guarantee  fund.  My  own  efforts 
over  the  last  three  legislative  sessions  to  gain  the  enactment  of  such  a 
fund  have  been  unrewarding.  T  think  that  we  will  continue  to  make 
that  effort,  but  again  the  legislators  seem  to  look  at  the  past  record 
and  find  that  they  do  not  see  a  need  for  this  land  of  legislation. 

Senator  Brooke.  Why  do  you  think  the  need  exists? 

Mr.  Kinder.  I  think  that  in  California  we  have  had  one  life  in- 
solvency over  the  last  7  or  8  years,  that  resulted  in  a  very  modest  loss. 
like  about  $.300,000,  to  policyholders,  and  it  is  my  belief  that  we  should 
make  provision  to  take  care  of  that,  altliough  it  is  small  in  significance 
to  the  total  amount  of  life  premiums;  I  think  those  policyholders 
should  have  that  protection. 

Senator  Brooke.  Why  don't  you  use  that  same  reasoning  as  far  as 
S.  1710  is  concerned  ?  Couldn't  you  apply  that  same  reasoning,  that  the 
potential  danger  is  there  f 
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Mr.  KiKDXB.  I  think  we  are  talkiof  about  two  potentialities,  oaa  is 
the  potential  of  any  loss,  and  the  other  is  the  loss  that  would  exceed 
the  amount  of  funds  available  to  the  State  guarantee  fund. 

Sotator  Brooke,  I  quit«  agree.  But  I  am  saying  the  same  reasoniiig 
could  be  applied  here. 

Mr.  Kjcndeb.  Well,  if  it  is  only  a  difference  in  degree,  I  would  sulanit 
it  is  a  rather  ^gnificant  degree. 

Senator  Bbooke.  An  uticle  by  Jack  H.  Blaine,  appearing  in  t^e 
spring  1977  edition  of  Forum,  said  that  State  guarantee  plans  sesn 
to  be  plagued  by  constitutional  and  other  legal  pr^lema. 

Wouldtheee  serious  and  continuing  legal  difficulties  compromise  the 
effectiveness  of  State  guarantee  fundi} 

Mr.  KiNDEK.  Here  again,  Senator,  we  have  not  had  an  opportunity 
to  complete  our  research  into  that  area.  There  have  been  certain  chal- 
lenges, and  I  believe  in  at  least  one  State  the  guarantee  act  that  had 
initially  been  enacted  was  found  to  be  unconstitutional. 

I  don't  believe  that  it  does  offer  a  promise  of  serious  and  continuing 
legal  difficulties,  but  it  is  something  that  should  be  reviewed  and  we  will 
give  you  a  complete  review. 

Senator  Brooke.  You  are  making  that  review  ? 

Mr.  KiNDEK.  Yea,  sir. 

Senator  Bsooke.  Will  you  submit  your  findings} 

Mr.  Kinder.  We  shall. 

Senator  Brooke.  Now  you  state  if  the  Federal  antitrust  laws  were 
applied,  insurers  continued  ability  to  pool  information  would  be 
thrown  into  doubt,  and  you  cite  the  Container  case. 

But  if  this  is  true,  could  the  antitrust  law  not  be  amended  by  the 
Coiu^rees  to  permit  such  legimate  pooling} 

Ju*.  KiNDEiL  I  would  think  it  could  be,  yes. 

Senator  Brooke.  You  state  thai  the  prime  movers  for  the  adoption 
of  open  competition  laws  are  certain  insurers  who  want  more  freedom 
to  increase  prices.  Is  that  right} 

Mr.  Kinder.  I  believe  that  that  \s  correct.  I  think  that  is  where  the 
strong  pressure  for  open  competition  lies. 

Senator  Brooke.  Isn't  that  unfair  to  the  proponents  of  open  com- 
petition ? 

Mr.  Kinder.  I  would  cliaracterize  myself  as  a  proponent  of  open 
competition.  Senator.  It  seems  obvious  that  if  under  a  prior  approval 
system  that  is  administered  stringently,  if  tlie  rates  there  are  fully 
adequate,  that  there  would  not  be  a  pressure  for  open  competition. 

Senator  Brooke.  How  has  open  competition  worked  in  California} 

Mr.  Kinder.  I  think  it  has  worked  rather  well.  We  have  had  open 
competition  on  all  property  and  liability  lines  since  1947.  We  have  not 
madeareviewwithin  the  last  several  years  on  a  comparative  basis;  but, 
earlier  we  had  done  this  kind  of  review  on  several  occasions,  and  we 
found  a  condition  to  exist  which  is  roughly  that  on  lines  of  business 
that  were  losing  lines  of  business,  counti-ywide,  the  margin  of  loss  in 
California  was  less  than  it  was  in  the  average  of  other  States.  And  that 
on  those  lines  of  business  that  were  profitable  countrywide,  the  margin 
of  profit  in  California  was  less. 

We  interpreted  this  to  suggest  that  the  open  competition  law  allowed 
the  insurera  to  adjust  their  prices  as  the  Evidence  emerged  to  eag^nA, 
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that  they  were  pricing  it  either  too  high  or  too  low,  and  it  therefore 
avoided  the  extremes. 

Senator  Brooke.  According  to  the  Justice  Department,  open  «Mn- 
petition  has  served  consumers  in  your  State  of  California  very  well. 
Y^ou  seem  to  agree  with  that, 

Mr.  Kinder.  Yes,  sir ;  1  believe  it  has. 

Seaiator  Brooke.  Mr.  Chairman,  I  know  we  have  another  panel.  I 
will  defer  the  rest  of  the  questions  and  will  sulnnit  them  to  the  Com- 
missioners for  the  record. 

[The  following  was  received  for  the  record :] 

JAUES  M.    Stone,   MASBAOHuarrrB  Comuibbion   of  iHBoaANCii,  Rbbponse  to 
QctEsnoN  or  Sehatob  Bbooke 

Mr.  Stone,  many  insnrauce  companies  and  even  some  of  our  wltaessee  at  tbese 
hearings  complain  Btwut  the  Increasing  number  of  different  insurance  poller 
forms  prescribed  In  the  various  States  and  tlie  burden  tbls  places  on  oompanlea 
doing  buaineBa  la  many  States. 

Do  you  think  the  Federal  Insurance  Commission  might  play  a  role  in  pro- 
moting standardized  forms. 

Response.  There  Is,  as  you  suggest,  a  proliferation  of  policy  forms.  In  general, 
tbey  are  spawned  by  insureis  who  continally  wish  to  develop  and  mairket  new 
products.  Seldom  are  they  the  creations  of  the  state  governments.  The  regulators' 
Job,  In  most  cases,  is  simply  to  examine  and  Judge  those  forms  presented  to  them 
for  approval. 

The  complaints  we  sometimes  hear  concern  state  legal  requirements  as  to 
language  and  content  of  forms  for  consumer  protection  purposes.  It  la  a  problem 
for  companies  to  meet  tbe  varying  content  end  readability  standards  of  all  states 
simultaneously.  These  problems  can  be  expected  to  increase  aa  more  states  adopt 
an  active  posture  in  this  area.  Although  Klassachusetts  presently  has  no  compre- 
hensive statute  which  provides  standards  for  the  organization  and  language  of 
policies,  we  are  hopeful  that  one  will  t>e  enacted  this  session. 

I  personally  believe  that  a  Federal  Insurance  Commission  cviuld  be  helpful  in 
promulgating  minimum  standards  for  the  content.  oirganlsBtlon  and  language  of 
insurance  policies  throughout  the  country.  Federal  standards  would  ease  the 
Industry's  problems  wlCh  conflicting  Jurisdictions  and,  at  the  same,  would 
lighten  tbe  burden  on  state  Indurance  Departments  which  must  now  duplicate 
policy  review  many  times  over.  If  the  standards  were  well  drafted,  consumers 
would  certainly  gain.  Now  standardization  of  rules  from  state  to  state  Is  cur- 
rently the  principal  obstacle  to  the  development  of  clear  and  readable  policy 
forms. 

The  OoMMoswcAnn  of  Massachusetts, 

DIVISIOJT    OF   INSUBANCE. 

BoHon,  MaM..  Scpteinher  19,  1977. 
Sir.  Jeremiah  Buckley, 

Minoritv  Staff  Director,  Committer  on  Banking.  Hnuaing  and  Urban  Affairs, 
U.S.  Senate,  nirkten  Senate  BiiUdina.  Wa»Mneton,  DC. 

DSAB  Mb.  Bucklbt:  Following  the  henring  on  Septemher  13,  1977.  on  Senate 
1710,  you  asked  me  to  elaborate  on  my  evaluation  of  State  Inatirance  Department 
examination  capabllltiea  In  light  of  9.E.C.  Commissioner  Wllliamn  bestimony 
about  their  uneven  quality.  Specifically,  you  asked  me.  ''As  a  CPA,  do  you  have 
confidence  In  the  triennial  eiaminatlon  process  nnd  the  N.A.I.C.  Convention  atate- 
menta  which  are  not  subject  to  Independent  iiudlts?" 

As  you  BTe  aware,  all  Insurers  prepare  an  annual  unaudited  financial  atatem«it 
for  filing  with  each  State.  These  statements  are  periodically  audited  by  State 
Insurance  Departments.  I  am  not  aware  of  any  State  which  audits  more  fre- 
quently than  every  three  years,  and  certain  States  (Including  New  York)  per- 
form them  every  live  years  or  less  frequently. 

Prior  to  aasuming  my  responsiUlitles  for  audits  as  Deputy  Commissioner  In 
1975,  I  was  an  audit  manager  for  a  larger  CPA  firm  and  spoclatiBed  in  Insurance 
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I.  la  addltloQ,  I  was  responsible  for  several  State  aadlts  where  the  Brm 
ms  bind  by  other  New  BSngland  Htates  to  be  their  esamlnlug  ann. 

Based  on  mj  experience,  the  tfmln?  of  audita  Is  too  Infrequent.  The  conBtautlj 
changing  compUxltT  of  the  Insurance  ladustr?  and  the  speed  with  which  the 
llnancial  Impacts  of  new  altaations  are  reflected  require  at  least  annual  flnantdal 
audits. 

It  was  this  urgent  need  for  annoal  audits  that  prompted  MasaachuBetts  to  re- 
quire all  Insurers  dotng  buslnecn  here  to  have  an  annual  andlt  by  an  independent 
nrdfled  pnbllc  acconntsjit.  This  Rule  was  effecttve  for  197& 

Tbe  best  argument  in  support  of  this  requlretnrat  was  the  successful  rehabili- 
tation of  tbe  Loyal  Protective  life  Insnrance  Company  this  summer.  Loyal,  a 
domeatlc  Hassachnsetta  Oi»npany,  did  not  have  Indqtendent  auditors  prior  to 
this  Role.  Ernst  &  Ernst,  hired  to  comifly  with  this  Rule,  discovered  very  early  in 
1077  that  Loyal's  December  3l,  1976,  reserves  were  seriously  understated.  As  a 
direct  result,  we  were  ahle  to  prevent  the  Insolvency  of  this  company. 

TlM  problmn  of  frequency  of  Htate  examinations  (S-S  years)  Is  comiNMinded  by 
the  length  of  time  required  to  prepare  and  Issue  the  audit  report.  Bqui^  Fund- 
ing's December  31,  1968,  audit  was  not  complete  until  April  30,  1970.  Even  then, 
It  did  not  identify  the  company's  problems.  The  last  State  audit  of  All-Star  Insnr- 
ance Ca,  referred  to  at  the  bearing,  was  for  December  31,  1972,  and  was  not 
eomplete  until  September  27. 1974. 

A  random  sample  of  25  reports  in  our  flies  indicate  that  neariy  two  years 
(21  months)  elapses  between  andlt  date  and  completion  of  the  report  One  In- 
surw  in  the  sample,  Drake  Insurance  Company,  required  S4  months  (12/S1/71- 
7/15/7«>. 

Finally,  since  the  quality  of  State  Ineurance  Examiners  Is  uneven,  it  is  not 
poasible  to  faHy  rely  on  an  examination  report  unless  the  auditors  responsible 
are  known  to  our  IHyi^lon. 

I  bope  this  is  responsive  to  yonr  question.  I  would  be  pleased  to  assist  you 
further. 

Very  truly  yours, 

KnTH  R.  RoDKEir,  O.P.A., 
Deputjt  OopimitHoner  of  Inturance. 

The  Chajshan.  Senator  Schmitt 

Senator  Sghhitt.  I  would  be  happy  to  yield  my  time  to  the  Senator 
from  Massachusetts  so  he  may  proceecC 

Senator  Bbookz.  No,  I  appreciate  that  from  my  esteemed  colleague, 
but  I  will  submit  any  further  questions.  I  think  the  panel  has  been 
very  helpful,  an  excellent  panel.  I  think  that  you,  Mr.  Chairman,  and 
Senator  Schmitt  both,  have  indicated  that  it  is  very  helpful  that  we 
had  this  meeting  with  you  to  get  your  views  on  what  is  needed.  I  am 
very  grateful  to  you. 

Tba  Chaibhan.  Thank  you  very  much,  gentlemen,  for  your  fine 
testimony.  We  very  much  appreciate  it. 

Our  next  witnesses  are  T.  Lawrence  Jones,  president,  American 
Insurance  Associatitn ;  Andre  Maisonpierre,  vice  presidmt.  Alliance 
of  American  Insurers,  and  Arthur  C.  Mertz,  president,  National  Asso- 
ciation of  Independent  Insurers. 

Gentlemen,  we  are  happy  to  have  you.  You  have  some  substantial 
statements  here.  We  would  appreciate  it  if  all  of  you  gentlemen  could 
abbreviate  your  remarks  as  much  as  possible,  in  10  minutes,  if  you 
can,  so  we  will  have  time  for  questions.  Tour  entire  statements  will  be 
printed  in  full  in  the  record. 

Mr.  Jones.  Thank  you,  Mr.  Chairman.  Could  I  have  Mr.  Vinyard 
sit  here  with  me ! 

The  Chaieman.  By  all  meuis,  Mr.  Vinyard,  wont  you  come  up.  If 
any  of  you  other  gentlemen  would  like  to  have  someone  with  you, 
that  is  fine. 
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Hr.MEvrz.  1&.  C!hunmui,mca8e70Qgettoodeep,Imi{^wMitto 
call  on  my  colleague  sdttiiu;  in  the  back. 
The  Chathmaw.  All  ri^t,  any  way  yon  want  to  handle  it  Mr.  Jonea. 

STATEMEHT  OF  T.  L&WBEHCE  JOHES,  FKESISEHT,  AXEKICAI 
mUKAHCE  AB80CUTI0X,  ACCOMPAinED  BT  WALTE&  D.  Til- 

TABD,  n.,  comrsEL 

Mr.  Jones.  My  name  is  T.  Lawrence  Jonea  and  I  am  president  of  tiia 
American  Insurance  Association,  an  organization  of  145  insnnuwB 
companies  writing  property  and  casualty  insurance  throughout  this 
country.  We  are  [Measea  to  appear  before  this  committee  to  present  om- 
views  on  S.  1710,  introduced  i>y  Senator  Brooke. 
_  Tide  I  of  tha  bill  creates  a  Federal  insurance  guaran^  program 
mmilar  to  tim  Federal  depomt  insurance  system  available  to  banks. 
Title  II  provides  a  Federal  chartering  alternative  which  is  similar 
conceptually  to  tiie  alternative  to  banks  and  savings  and  loan 
asBocutions. 

TITLB    I — FEDESAL    INSUBANCE   QDARANTT 

The  Federal  f^aranty  provisions  of  title  I  are  not  un&miliar  areas 
to  the  American  Insurance  Association.  On  November  19,  1969,  we 
testified  in  favor  of  S.  2S86,  introduced  in  the  first  sessifm  of  the  91st 
Congress  by  Senator  Magnuson.  That  bill  would  have  created  a  Fed- 
eral Insurance  Guaranty  Corporation  for  the  purpose  of  protecting 
the  public  against  insurance  company  insolvencies.  Applicable  to  afl 
propers-casualty  insurers  engaged  in  interstate  cramnerce,  tSie  Inll 
gained  few  supporters  in  the  industry  ande  from  American  Insurance 
AsBOciaticn.  It  was  vigorously  opposed  hy  most  segmoits  of  the  insure 
ance  business  and  the  National  Association  of  Insurance  Commissiai- 
er&  The  active  consideration  of  S.  2235  back  ia  1969,  and  conceivably 
AIA's  support  of  the  measure,  led  to  the  enactment  of  a  model  State 
post-insolvency  assessment  insurance  guaranty  law  in  many  States. 

Prior  to  the  introduction  of  S.  2236.  three  State*— Maryland,  New 
Jersey,  and  New  York — had  prefunded  insolvency  laws.  The  workers' 
compuisation  laws  of  eigbt  States  had  similar  type  security  funds.  In 
1970, 19  States  enacted  me  model  postinaolvency  asaeesment  law,  tfA- 
lowed  by  20  additi<Hial  States  in  1971.  Cnrrently,  only  Alabama  and 
Oklahoma  do  not  have  scHne  form  of  insolvency  guaranty  law. 

All  State  laws  and  the  District  of  Colunit>ia  taw  are  now  of  the  post- 
insolvency  assessment  variety  with  the  exception  of  the  New  York 
law,  whi(^  remains  on  a  preinsolvency  assessment  basis. 

Without  denigrating  the  performance  of  State  poetinsolvency  aasesB- 
ment  laws,  we  agree  with  Senator  Brooke's  remarks  on  introdudng 
S.  ITIO.  It  is  true  that  these  laws  have  yet  to  face  the  collapse  of  a 
major  insurer  with  widespread  interstate  obligations.  Such  an  unfor- 
tunate eventuality  could  place  tremendous  pressure  on  the  present 
State-by-State  system.  Securing  policyholders  and  claimants  frtan 
losses  resulting  from  an  insurer  msolvency  through  poetinsolvency 
assessments  has  obvious  weaknesses.  Insurere  cannot  anticipate  the  cost 
of  insolvencies  and  they  can  be  exposed  to  assessment  at  time  when  all 
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or  most  insurars  are  suffering  substantial  losses.  As  an  example,  if 
GEICO  had  not  been  revived,  assessments  would  have  been  imptieed  on 
insurers  at  one  of  the  most  critical  periods  for  prc^rty-casualty  in- 
sarets  in  recent  years. 

A  faring  inequity  of  a  postiusolvency  assessment  system  is  that  only 
the  healthy  and  weil-nianaged  companies  contribute.  Those  that  col- 
lapse  throu^  mismanagement  or  even  fraud  may  never  have  con- 
tnlmted  a  penny  to  meet  insolvency  losses.  A  State  preinsolvency  as- 
aeflsment  fund  may  be  theoretically  preferable,  bnt  again  as  S«iator 
6ro(^  has  pointed  out.  State  securitv  funds  are  subject  to  the  whims 
of  the  l^^ature.  Becently,  the  Xew  York  security  fund  was  rendered 
illiquid  just,  in  the  words  of  Senator  Brooke,  "when  it  was  most  li^y 
to  be  ciuled  upon  to  deal  with  an  insurance  company  insolvency.'' 
TVice,  moneys  from  the  old  New  Jersey  automobile  preinsolvency 
iBsesBment  security  fund  were  diverted  into  the  New  Jersey  Unsatis- 
fied Claims  and  Judgment  Fund  (chapter  241,  laws  of  1967  and  diap- 
ter  822,  laws  of  1968). 

American  Insurance  Association  still  supports  the  concept  of  a  Fed- 
eral insurance  guaranty  system.  We  believe  a  Federal  system  is  the 
proper  answer  to  possible  msurance  company  insolvencies.  Some  form 
of  Federal  supervision  would  be  a  necessarv  adjunct  to  a  Federal 
guarantee  system  but  the  supervision  should  be  limited  to  what  is 
essential  to  assure  that  the  participating  companies  are  financially 
sound  and  competently  managed.  In  this  respect  S.  1710  grants  broad 
ra;ulatoiy  power  to  the  proposed  Federal  Insurance  Commission, 
wmch  in  sCHue  areas  is  not  clearlv  defined.  Such  pervasive,  and  to  some 
extent  uncertain,  power  bestowed  upon  tlie  Federal  regulatory  body  by 
S.  1710  is  sure  to  feed  fears  that  tjiis  bill  is  the  beginniiig  of  the  end 
of  State  regulation.  Companies  and  State  regulators  will  not  be  pla- 
cated by  the  fact  that  not  only  is  a  Federal  chapter  optional  but  no 
c<Hnpany  is  required  to  seek  a  Federal  guaranty  certificate.  Many  be- 
Ueve  tJiat  the  uioice  is  more  apparent  than  real. 

If  moat  major  insurers  become  part  of  the  Federal  guarantee  sys- 
tem, the  Stete  postinsolvency  assessment  laws  may  no  longer  be  viable, 
with  the  result  that  all  insurers  would  be  forced  to  apply  for  Federal 
guarantee  certificates.  With  that  "election"  comes  the  distinct  posai- 
hility  that  iU  financial  operations,  including  ite  investment  policy, 
will  come  under  Federal  control. 

American  Insurance  Association  continues  to  support  the  concept 
of  a  Federal  insurance  guarantee  system,  but  we  are  concerned  with 
the  extensive  Federal  regulation  contained  in  S.  1710.  We  believe  a 
Federal  guarantee  system  can  be  achieved  without  establishing  a  large 
Federal  supervisory  body  and  without  providing  a  very  broad  and 
comprehensive  pattern  of  control  covering  all  aspecte  of  financial 
management. 

TITLE  n — ^FEDERAL  CUARTERINO  OF  INSUBANCB  COHPANIB8 

The  unusual,  and  unique  for  the  insurance  industry,  part  of  the  bill 
is  title  H,  providing  a  Federal  chartering  alternative.  Many  segments 
of  the  business  will  be  opposed  to  title  iff  or  a  variety  of  reasons,  but 
it  may  have  an  attraction  for  some  companies.  It  will  appeal  to  some 
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property-casualty  insurers  which  may  conclude  that  the  States  will 
continue  to  vacillatfi  on  competitive  rating  laws,  ignoring  the  views  of 
the  Department  of  Justice  and  regulatory  scholars  that  price  compe- 
tition is  the  best  way  to  maintain  reasonable  premium  levels. 

Other  insurers,  perhaps  few  in  number  at  the  present  time,  may 
become  concerned  with  the  increasing  diversity  of  regulation  by  the 
50  States  and  the  District  of  Columbia,  Each  jurisdiction  tends  to  gp 
off  on  its  own  oblivious  to  the  regulatory  demands  of  other  States.  This 
is  a  far  cry  from  the  post-SEUA  decision  and  McCarran-Ferguson 
Act  (effective  March  5, 1945)  period.  Then  the  States,  fighting  to  pre- 
serve State  regulation,  acted  in  unison  with  an  awareness  that  a  busi- 
ness which  had  just  been  held  to  be  a  part  of  interstate  commerce  could 
not  be  regulat^  effectively  and  in  the  public  interest  if  each  State 
went  its  separate  way.  But  that  ^ood  beginning  has  not  been  main- 
tained. The  hard  fact  is  the  only  important  model  uniform  biU  to  be 
enacted  extensively  by  the  States  in  the  past  30  years  has  bfeen  the 
model  State  Post-Insolvency  Assessment  Lruaranty  Association  Act, 
^>onsored  by  the  National  Association  of  Insurance  Commissioners. 
ui  other  important  areas,  the  pattern  of  regulation,  in  terms  of  reason- 
able uniformity,  is  disappointing. 

On  the  other  hand,  one  of  the  principal  advantages  of  State  regula- 
tion is  the  opportunity  for  States  to  adjust  their  regulatory  philosophy 
to  local  needs.  This  is  important  and  should  not  be  ignored.  However, 
in  our  judgment,  State  regulation  would  be  greatly  improved  if  more 
attention  were  paid  to  the  essentially  interstate  nature  of  the  business 
and  the  need  to  achieve  comity  and  cooperation  among  the  States. 

Without  discussing  the  details  of  title  II,  we  would  like  to  offer 
some  general  comments.  Section  204(a)  (4)  of  title  II  exempts  feder- 
ally chartered  insurers  from  State  rate  regulatory  laws  with  two  ex- 
ceptions, one  of  which  is  particularly  important.  Section  109(c)  of 
title  I  provides  that  the  Federal  antitrust  laws  shall  be  applicable  to 
federally  chartered  insurers  "with  respect  to  those  activities  that  ate 
exempt  from  certain  State  regulation  as  specified  in  section  704  of  this 
act" 

This  is  aimed  at  property-casualty  insurers  which  in  the  pastj  and 
still  in  varying  degree,  have  pooled  experience  either  for  cooperatively 
developed  rat^  or  to  assist  companies  in 'making  their  own  individuu 
rates.  No  such  collective  activity  relating  to  rates  is  utilized  in  the  life 
insurance  business,  because  of  the  nature  of  the  business.  Thus,  no  ad- 
justment for  life  insurers  which  elect  to  seek  a  Federal  charter  has  to 
be  made.  Aside  from  the  area  of  advertising,  there  are  no  important 
areas  where  life  insurers  are  regulated  by  State  law  pursuant  to  the 
McCarran-Ferguson  Act  in  order  tiiat  the  Federal  antitrust  laws 
not  apply.  On  the  other  hand,  most  property-casualty  insurers  opting 
for  Federal  charters  would  have  to  make  many  adjustments  if  they 
were  to  become  fully  exposed  to  the  Federal  antitrust  laws.  Some  of 
the  problems  for  property-casualty  insurers  are  discussed  in  detail  in 
a  report  of  the  Department  of  Justice  to  the  Task  Group  on  Antitrust 
Immunities  entitled,  "The  Pricing  and  Marketing  of  Insurance"  (Jan- 
uary 1977). 

Not  too  many  years  ago  the  very  idea  of  operating  under  the  Federal 
antitrust  laws  would  have  been  considered  wholly  unrealistic  by  most 
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segmente  of  the  property-casualty  insurance  business.  Too  much  of  the 
buaiuess  was  written  at  bureau  rates  and  an  instant  leap  into  free  price 
competition  would  not  have  been  feasible.  Today's  marketplace  is  quite 
different  from  the  period  following  the  SEUA  decision  and  enactment 
of  the  McCarran-Ferguson  Act,  Healthy  price  competition  prevails 
in  most  major  lines  and  throughout  the  country  where  permitted  by 
State  law.  Unfortunately,  a  number  of  States  nave  been  laggard  in 
revising  their  rating  laws  to  adapt  to  a  totally  different  marketplace. 

Our  member  companies  support  the  enactment  of  competitive  rating 
laws.  We  agree  with  the  Antitrust  Division  of  the  Department  of  Jus- 
tice that  such  State  rating  laws  serve  the  public  much  more  effectively 
than  laws  requiring  approval  of  rates.  There  is  no  justification  for  re- 
quiring competitive  prices  to  be  approved  before  they  are  put  into 
effect.  States  which  are  still  trying  to  require  prior  approval  of  com- 
petitive rates  are  encountering  all  kinds  of  difficulties ;  the  availability 
of  insurance  is  becoming  a  major  problem. 

It  should  be  made  abundantly  clear  that  the  State  competitive  rating 
laws  advocated  by  American  Insurance  Association  do  not  merely 
eliminate  prior  approval  of  rates.  They  specifically  prohibit  agree- 
ments to  adhere  to  rates  and  contain  other  antitrust  proscriptions 
similar  to  the  Federal  laws. 

The  point  we  wish  to  make  is  that  today  there  is  much  less  reliance 
oQ  bureau-developed  rates.  Thus,  the  transition  to  a  completely  free 
and  unregulated  market,  subject  only  to  Federal  antitrust  constraints, 
does  not  present  the  same  kind  of  transitional  obstacles  which  existed 
in  the  past,  for  the  simple  reason  that  the  posture  of  the  marketplace 
has  changed  radically.  Of  course,  there  will  be  difficult  areas  requiring 
^Kcial  attention.  One  of  the  major  unresolved  problems  is  the  treat- 
ment of  residual  markets,  which  include  the  various  facilities  for  pro- 
viding insurance  to  risks  which  are  unable  to  obtain  coverage  in  the 
voluntary  market.  Examples  are  the  automobile  assigned  risk  plans, 
the  FAIR  plans  for  property  insurance,  windstorm  pools,  and  joint 
underwriting  associations  for  medical  malpractice  insurance. 

Under  S.  1710  a  federally  chartered  insurer  is  exempt  frcan  any 
State  law  regulating  and  fixing  rates  except  laws  regulating  residual 
market  rates  (section  2(M(a)(4)).  This  means  that  voluntary  market 
rates  will  not  be  r^ulated  by  the  State  but  will  be  subject  to  the 
Federal  antitrust  laws.  On  the  other  hand,  residual  market  rates  will 
still  remain  subject  to  applicable  State  law.  Many  believe  it  is  difficult 
to  have  competitive  pricing  in  the  voluntary  market  when  rates  in  the 
involuntary  market  remain  under  tight  State  control.  This  dilemma 
exists  today  in  competitive  rating  law  States  and  it  would  continue  to 
plague  free  price  competition  for  federally  chartered  insurers  under 
S.  1710. 

AIA  POSITION 

It  is  difficult  to  oppose  any  legislative  proposal  which  is  intended  to 
be  optional.  On  its  face  S.  1710  does  not  require  an  insurer  to  seek  a 
Federal  charter  nor  does  it  require  any  company  to  apply  for  a  Federal 
guaranty  certification.  But  as  we  have  indicated,  we  believe  that  once 
some  major  companies  have  obtained  Federal  guaranty  certificatiim, 
virtually  all  companies  will  be  forced  to  follow  the  same  route.  Tbsy 
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may  even  have  to  go  the  whole  way  and  seek  Federal  charters  because 
some  of  their  principal  competitorB,  having  obtained  Federal  charters, 
are  no  longer  subject  to  the  pricing  burdens  or  the  delays  inherent  in 
cumbersome  State  prior  approval  rating  laws. 

If  in  fact  there  is  no  real  world  choice,  S.  1710  presents  us  wit^  what 
in  substance  is  not  unlike  a  complete  Federal  preemption  of  insurance 
regulation.  Since  American  Insurance  Association  continues  to  support 
Stote  regulation,  we  cannot  endorse  S.  1710. 

We  realize  that  others  may  differ  with  our  interfwetation  and  believe 
that  S.  1710  will  not  result  in  Federal  preemption.  Others  may  favor 
S.  1710  or  the  concept  of  a  Federal  chartering  alternative  regardless  of 
any  long-term  implications  for  State  supervision  of  the  insurance 
business. 

S.  1710  needs  a  great  deal  more  study,  and  not  just  its  own  specific 
provisions.  Some  areas  of  inquiry  might  cover : 

First.  Are  there  other  national  systems  for  handling  insolvencies 
beyond  that  envisaged  by  S.  1710  ? 

Second,  Should  the  matter  of  insolvency,  Federal  chartering,  and 
competitive  pricing  be  approached  separately  or  in  one  bill  as  sug- 
gested by  S.  1710? 

Third.  Is  it  possible  to  have  a  dual  system,  as  contemplated  by 
S.  1710,  or  will  the  Federal  alternative  inevitably  replace  State  regula- 
tion ?  Assuming  the  former,  how  will  the  dual  system  work  ? 

These  are  just  some  areas  of  inquiry  that  come  to  mind. 

We  thank  you  for  the  opportunity  to  present  our  views  today. 

The  Chairhan.  Thank  vou,  Mr.  Jones. 

Mr.  Maisonpierre,  you  have  a  40-page  statement.  I  presume  you  are 
not  going  to  read  it  in  full.  It  is  a  fine  statement,  we  will  be  happy 
to  print  it  in  the  record.  Could  you  give  it  to  us  in  about  8  or  9 
minutes ! 

Mr.  Maisoxpierrk.  Yes,  sir. 

STATEUEFT  OF  ASDSE  UAIS01I7IERBE,  ON  BEHALF  OF  THE 
ALLIANCE  OF  AMERICAN  INSUBEBS 

Mr.  Maisonpierhe.  We  appreciate  the  opportunity  to  testify  on 
S.  1710,  the  Federal  Insurance  Act  of  1977. 

Our  statement  describes  the  advantages  which  would  accrue  to 
companies  electing  to  become  federally  chartered  or  opting  for  par- 
ticipation in  the  proposed  Federal  guarantee  fund.  It  also  describes 
the  disadvantages  which  would  befaU  those  companies  electing  to 
come  within  the  Federal  orbit.  More  importantly,  our  statement  ex- 
amines, in  detail,  the  profound  changes  which  the  enactment  of  this 
bill  would  produce  in  the  operation  of  the  property  and  casualty  in- 
surance system.  We  believe  that  the  total  fabric  of  insurance  regula- 
tion would  be  radically  realigned  if  this  legislation  were  to  be  enacted 
and  that  a  substantial  impact  would  be  felt  by  companies  electing  not 
to  participate  in  this  Federal  program. 

Enactment  of  this  bill  would  directly  impair  the  ability  of  Btnall 
companies  to  price  their  insurance  product;  it  would  limit  the  ability 
of  the  insurance  industry  to  establish  commercial  pooling  agreemente 
through  which  essential  underwriting  capacity  can  be  created  to  in- 
sure certain  exposures;  it  would  likely  bring  to  an  end  the  existing 
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State  insolvency  mecbiuusm;  and,  finally,  it  will  require  the  creation 
of  a  masBiTe  new  Federal  bureaucracy. 
These  issues  will  now  be  discussed  m  turn : 

A.  The  legislation  wUl  mbstatUiaUy  Tumyper  the  dbiiity  of  small 
companiea  to  price  their  product. — ^The  McCarran-Ferguson  Act, 
recognizing  the  need  to  pool  certain  information  to  develop  rates  and 
premiums  granted  broad  immunities  to  the  insurance  industry  from 
Federal  antitrust  laws.  The  smaller  an  insurance  company,  and  the 
more  limited  its  market  penetration,  the  more  dependent  that  company 
is  on  aggregating  its  experience  with  that  of  other  carriers.  Today, 
the  ag^^regation  and  trending  of  experience  is  done  through  rating 
and  statistical  bureaus. 

It  is  questionable  whether  federally  chartered  companies,  no  longer 
immune  from  Federal  antitrust  laws,  would  be  legally  capable  of  par- 
ticipation in  bureau  activities.  Furthermore,  since  it  is  assumed  that 
federally  chartered  companies  will  operate  in  a  "free  market  econ- 
omy," they  would  be  inclined  to  develop  their  own  individual  and 
unique  rating  classes,  territories  and  rating  plans  peculiar  to  their 
own  operations.  The  aggregation  by  bureaus — even  if  allowed — of 
such  widely  varpng  systems  will  produce  an  amalgam  of  information 
which  many  inmvidual  companies  will  find  of  little  use  in  the  develop- 
ment of  their  own  individual  rates. 

Absent  regulation  and  absent  restriction  on  diversity  of  classifica- 
tion plan,  it  IS  questionable  whether  large  insurers  under  the  Federal 
Insurance  Act  would  continue  to  support  bureau  operations.  Where, 
then,  will  this  leave  the  smaller  insurance  companies?  One  should 
certainly  expect  that  this  will  have  major  impact  on  the  competitive 
nature  of  the  insurance  business  and  that  substantially  increased  ter- 
ritorial market  concentration  will  follow. 

B.  The  legislation  will  undermine  the  stability  of  workers^  compen- 
sation insurance. — A  particularly  troublesome  situation  will  arise  in 
the  area  of  workers'  compensation  insurance.  We  believe  that  because 
federally  chartered  companies  would  be  legally  prohibited  from  par- 
ticipating in  bureau  operations  the  present  workers'  compensation  rat- 
ing system  would  be  substantially  dismantled.  Yet,  workers'  compen- 
sation insurance  represents  unusual  actuarial  difficulties  in  achieving 
accurate  rates  in  part  because  of  the  limitless  benefits,  both  as  to  time 
and  amount  provided,  under  this  coverage.  Further,  long  delayed 
reactions  to  occupational  exposures  to  harmful  substances  create 
major  difficulties  in  assessing  an  insurance  carrier's  liability  at  any 
<Hie  time. 

Because  of  the  overriding  social  purpose  of  the  workers'  compen- 
sation system,  the  States  are  even  more  concerned  about  market  sta- 
bility for  this  line  of  insurance  than  for  most  others. 

There  is  no  doubt  that  to  the  extent  that  insurers  do  become  fed- 
erally chartered  the  stability  of  the  workers'  compensation  system  will 
be  very  similar  to  the  troubles  that  have  been  recently  liighlighted  in 
product  liability  and  malpractice  insurance. 

C.  The  legislation  will  reduce  the  ability  of  companies  to  meet  con- 
sumer ituntrance  needs  thr'migh  pooling  agreements. — In  order  to  pro- 
vide the  capacity  necessary  to  respond  to  the  insurance  buying  puWic's 
needs,  insurance  companies  have  established  numerous  pooling  de- 
vices. At  times,  it  is  only  through  such  pools  that  sufficient  insurance 
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capacity  can  be  created  to  insure  certain  exposures.  At  other  times, 
such  pools  provide  the  opportunity  for  greater  market  competition 
among  insurers  by  allowing  smaller  insurers  to  pool  their  capacity 
wl^  others  to  enable  them  to  bid  on  an  exposure  which  only  larger 
companies  can  otherwise  afford  to  do. 

If  such  pooling  devices  were  not  permitted,  or  common  rates  and 
forms  not  permitted,  many  large  risks  would  find  it  difficult  if  not 
impossible  to  secure  adequate  insurance  coverage.  This  of  course 
would  be  to  the  detriment  of  the  insurance  buying  public. 

Federally  chartered  companies,  no  longer  protected  by  McCarran- 
Ferguson  antitrust  immunities,  would  likely  abandon  their  participa- 
tion in  sucli  pooling  mechanisms.  At  least,  until  the  legality  has  been 
established. 

Yet,  these  are  important  industry  practices.  The  fact  that  conflicts 
with  antitrust  laws  exist  do  not,  obviously,  make  these  practices  un- 
desirable from  a  consumer's  standpoint.  Many  of  these  practices  were 
created  to  make  insurance  available  to  broader  publics  in  a  more 
competitive  environment.  But,  the  courts  have  not  always  held  that  a 
clear  public  interest  is  of  itself  sufficient  to  overcome  a  legal  barrier. 

D.  The  Federal  iTtaurance  Act  will  substantially  iveimen  consumer 
protection  against  losses  resulting  from  com,-pam,y  insolvency. — S.  1710 
would  establish  a  Federal  insolvency  system  to  compete  with  the 
presently  existing  state  insolvency  programs.  However,  S.  1710  makes 
no  attempt  to  compete  fairly  with  the  State  system.  It  allows  par- 
ticipation in  the  Federal  program  only  for  those  companies  which 
meet  that  de^ee  of  financial  stability  promulgated  by  regulation  by 
the  Federal  Insurance  Commission.  One  must  assume  that  the  degree 
of  stabilitv  which  will  be  required  by  those  regulations  will  be  sub- 
stantial. Hence,  only  tiie  stronger  insurance  institutions  will  be  al- 
lowed to  participate  in  the  Federal  guarantee  plan.  If  tlie  State  plans 
were  to  apply  the  same  selectivity  tlie  public  would  receive  little  or  no 
protection  against  company  insolvencies  since  those  companies  more 
likely  to  become  insolvent  would  be  excluded  from  both  the  Federal 
and  the  State  system. 

To  the  extent  that  the  strongest  financial  companies  elect  to  partic- 
ipate in  the  Federal  program,  it  will  then  fall  upon  the  weaker  com- 
panies to  attempt  to  respond  to  the  losses  generated  from  insolvencies 
through  State  guarantee  fund  postassessments.  It  stands  to  reason 
that  the  State  insolvency  system  would  collapse  in  time. 

An  additional  grossly  unfair  competitive  advantage  is  provided  the 
federal  system  because  the  legislation  puts  roadblocks  in  the  way  of 
companies  desiring  to  leave  the  federal  system,  but  makes  it  very 
easy  for  a  company  to  enter  the  federal  system.  Is  it  not  reasonable 
to  expect  that  once  a  company  finds  that  a  competitor  may  be  in  seri- 
ous financial  difficulty,  and  that  upon  the  insolvency  of  that  competi- 
tor it  would  be  called  upon  for  a  substantial  assessment  in  case  that 
insolvency  materializes,  that  it  would  seek  immediate  participation  in 
the  Federal  guarantee  program  in  order  to  escape  the  postassessment 
levy?  Thus,  companies  would  be  invited  to  avoid  their  obligations 
under  State  insolvency  plans. 

E.  The  hiU  calls  for  the  estahlishTnent  of  a  vast  new  Federal 
bureaucracy. — The  proposed  responsibilities  and  powers  of  the  Fed- 
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eral  lusimuice  Conunission  specified  in  S.  1710,  are  both  eztensiye 
and  concentrated.  Our  statement  reviews  them  in  some  detail.  They 
parallel  in  part  tiie  oversight  responsibilities  of  both  the  FDIC  and 
the  Comptroller  of  the  Currency.  The  Federal  Insurance  Commission 
would  also  include,  of  course,  aU  the  programs  and  responsibilities  of 
the  Federal  Insurance  Administration  now  in  the  Department  of 
Housing  and  Urban  Development. 

Given  the  extent  of  its  power  and  the  political  pressures  which 
would  undoubtedly  affect  the  Commission,  it  is  quite  probable  that 
the  Commission  would  be  prodded  to  expand  its  regulatory  role  well 
beyond  solvency  issues  to  involve  most  if  not  all  aspects  of  insurance 
company  management.  To  demonstrate  this  point,  just  consider  the 
nature  of  the  actual  powers  proposed  for  the  Commission.  Jhese 
powers  must  be  viewed  in  the  context  and  the  environment  in  which 
they  would  be  employed.  Policyholders,  consumer  groups  and  others 
have  increasingly  Deen  seeking  political  solutions  to  insurance  prob- 
lems, not  only  at  the  State  level  but  in  Washington,  as  well.  Aiid  it 
is  under  this  environment  of  complex  and  increasing  political  pres- 
sures that  the  Commission  would  exercise  its  powers. 

One  can  estimate  the  potential  size  of  the  Federal  Insurance  Com- 
mission by  conmaring  it  to  the  FDIC,  after  which  it  was  patterned 
in  port,  the  Federal  &surance  Administration  which  it  woiud  absorb 
and  the  Comptroller  of  the  Currency  function  which  conducts  paral- 
lel and  extensive  culminations  of  federally  chartered  banks.  It  is 
not  improbable  that  a  Federal  Insurance  Commission  once  fully 
operational  would  employ  several  thousand  employees  both  in  Wash- 
ington and  the  field  with  an  operating  budget  that  could  easily  exceed 
$100  million. 

To  what  extent  would  duplicate  and/or  parallel  State  and  Federal 
regulatory  system  require  an  increase  in  paperwork?  The  overlap 
would  be  extensive  for  those  companies  with  Stete  charters  who  join 
the  Federal  guarantee  program. 

But,  the  overlap  does  not  stop  with  those  companies.  Section  107 
(b)  of  the  bill  authorizes  the  Federal  Insurance  Commission  to  estab- 
lish "an  early  warning  system."  Further,  it  states  that  "In  order  to 
render  possible  compaHson  and  thus  make  available  broad  financial 
and  statistical  date,  any  such  'early  warning  system'  may  include 
both  federally  guaranteed  insurers  and  other  insurers."  The  phrase 
"and  other  insurers"  clearly  gives  the  Federal  Insurance  Commission 
the  authority  to  require  reports,  data,  et  cetera  from  all  insurers 
even  though  they  may  be  Stete  chartered  and  do  not  participate  in  the 
Federal  guarantee  fund. 

The  goals  of  insurance  regulation  were  stated  in  1960  by  the 
NAAICtobe: 

First.  That  insurance  coverages  desired  by  the  public  should  be 
generally  available  to  the  public  from  licensed  insurers ; 

Second.  The  cost  of  such  insurance  coverages  to  the  public  should 
be  reasonable  and  not  excessive ; 

Third.  That  the  solvency  of  insurers  should  be  maintained  in  the 
interest  and  for  the  continued  protection  of  their  policyholders; 

Fourth.  That  each  insured  should  bear  his  fair  share  of  insurance 
cost 
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The  means  of  achieving  these  goals,  however,  are  necessarily  cran 
plex.  While  each  of  these  objectives  are  not  necessarily  mutually  ex 
elusive,  they  do  conflict,  to  some  degree. 

The  true  measure  of  the  efficiency  of  insurance  reeu]ati(Hi  is  no 
how  well  each  of  the  above-mentioned  objectives  is  achieved,  but  hoi 
well  they  are  balanced  in  the  actual  world. 

It  is  obvious  that  to  achieve  good,  balanced  insurance  regulation 
the  responsibility  for  achieving  the  regulatory  ends  cannot  be  "spli 
between  competing  sovereigns." 

Yet,  this  is  exactly  what  S.  1710  would  do.  It  would  create,  withi 
the  Federal  Establishment,  a  Federal  Government  aathoritv  whicl 
will  compete  and  share  with  State  government  the  responsibility  t 
regulate  the  insurance  business. 

S.  1710  goes  cOTisiderably  beyond  its  stated  (^jectives.  It  will  uiti 
mately  totally  realign  and  unsettle  the  competitive  structure  of  Hi 
insurance  business,  leading  to  considerably  greater  territorial  marke 
conc^itration  that  exists  today.  The  effect  will  be  less  competitiot 
lets  service,  and  less  public  protection.  It  will  also  lead  to  more  regii 
lation,  more  litigation,  greater  uncertainty,  and  certainly  more  p&pet 
work. 

S.  1710  woald  bring  into  being,  extensive  regulatory  changes  seri 
ou^y  disrupting  the  operation  of  the  existing  State  insolvency  protet 
tion  mechanism. 

Additionally,  the  legislation  will  undermine  the  security  mai^ 
for  publicly  held  companies,  while  insurance  investmwits  may  we 
become  highly  concentrated  in  only  the  highest  quality  blue  chip  ii 
vestments. 

Finally,  S.  1710  will  require  the  establishment  of  a  vast  new  Fee 
oral  bureaucracy  at  a  time  when  the  President,  Congress,  busines! 
men,  and  the  electorate  have  made  it  clear  again  and  again  that  whi 
this  country  requires  is  less  regulation  and  a  contracti<m  of  existin 
Federal  regulatory  agencies. 

[Compile  statwnent  of  Mr.  Maisonpierre  follows ;] 
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DUAL  AND  CONCURRENT 

REGULATION  OF  INSURANCE 


STAlUUH'l  IX  THE 

ULiuKx  or  MfBRicM  ixsaims 
bafora  tJu 

■  CCMUTIBB  CM  BAMXING  BODSIHG  JUS)  OltlUUI  mKOS 


S.    1710 
I  FBCeiWL  INSDMHCB  ACT  CF  1977 


flUlioncei 

of  Anwrkon  Imurvn 
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or  *LLiJWCB  saixaa 


Tha  Alliance  la  convinced  that  dnal  cagulation  of  insuranca  woaU  b« 
unwieldy  and  duplicative  while  alao  breeding  coi^ietltiotl  Mung  ragu- 
latora  that  would  lead  to  Incraaasd  aconcaic  ragulation.      (pagea  3-12) 

The  bill    (S.ITIO)  wouldi 

...undermine  tbe  aecurity'a  amrket  for  publicly  held 
inaurance  coapaniaa,   while  investoMota   for  all  inauranca 
conq^nlaa  may  well  bacone  highly  concentrated  in  only  the 
highaat  quality  blue  c^ip  iaveatmenta .    {pagaa  9-10  &  32-33) 


... require  the  creation  c 
Which  will  conpate  with  ■ 
prograna.    (pagaa  27-37} 

Ttia  goalB  of  Insurance  regulation  aaalc  to  naintain  a  viable  inauranca 
narkat  in  irtiieh  cmsunara  nay  aacure  their  insuranca  needa  at 
reaaonable  coats   In  a   co^Mtitive  enviromnent.       It   is  obrioua  to  the 
Klllanca  that  to  achieve  good,  balanced  inaurance  regulatlMi,   tha 
reBponsibility  for  achieving  tha  regulatory  ends  cannot  be   'split 
between  cgapetlog  soveraigna.'    (pagaa    38-40) 
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nBU    OF   CXOTHgS 


DiBcmsiam  or  raiminr  issds  miss)  ik  s.171o 

ability  of  aaall  CompanLaa  to  Price  their  Product 
Stability  of  workers'    Coapansatlon   Insurance 
Ability  of  Co^Mnles  to  Meet  Coneumer  He^* 
ConauMr  protection  kgainat  Losses  Tzam  Insolvencies 
Creation  of  a  Maw  Bureaucracy 
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Nr  naaa  !■  Andra  Itaiaaltptarr*.      I  ■■  ■  vie*  president  of 
the  Allianca  of  JiBaclcan  Inaurar*    (foTMcly  th*  Aaaricao  Mutual 
laauranca  Alliance).     The  Alliance  i*  one  at  the  Mjor  national 
asaociationa  of  property  and  casualty  Insunnce  co^ianiea.     Its 
MaadMC  coBpaaiea  write  property  and  caaualty  Inauranea  in  all 
atatea  and  the  District  of  Oaln^>la. 


Na  appreciate  the  opportunity  to  testify  on  8.   1710,   the 

Pedefal  lABuranca  Act  of  1977.     Conceptually,   the  ctatad  purpose* 

of  8.    1710  are  to  create  e   'dual  ayataa'  for  the  regulation  of 

in«uraDe«  companies  tdiidii 

Peialts  federal  dkartaringr 

Provide*  for  financial  regulation  Inclading 
insurance  reaervea,    inveataenta,    underwriting 
capacity  and  solidityi 


BEoqitB   federally  chartered  ccopanias  frooi 
■tat*  raqulation  of  rates  except  In  tbe 
reeidual  aarket  oreat     and. 

Create*  a  federal  luaolvwicy  guarantee  nechaniea. 

Thus,   the  bill  po***  livortant  iaauaa  with  respect  to  the 
dealrabillty  of  faderally  chartered  Inauzance  coa^niesi     pricing 
conaidarationB  under  the  federal  antltruet  laws;     federal  regula- 
tion of  insurance;     and  the  creating  of  a    federal  guarantaa  fund 
nachaniaa.      The  bill.    In  nany  reapscta,    la  not  aa   eoaprehena iva  aa 


DigiLizedbyGoOglc 


elnalona  can  b*  dxam  oonoaraing  tka  affaet  of  tba  laglaiatlon. 
Cartalaly.    it«  potantial  l^wct.    In  crwitliig  two  ooapatlng 
ragalatorr  syatww,   »!■•>  a  bast  of  onanawcrad  qtMatlooa  ccncaraing 
its  affact   in  bbjoe  araa*. 
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II.      CCMHgfTOBY  0»  8.    1710 


KdyBntaqeg  Conferred  On  Ci3iip«nla«   Elaetina  gjthar 
^   Federal  Charter  Or   ParEicipatlon   In  federal 


Tha  bill  (Mtwwibly  dOM  ocofax  cartaln  cIme  tMiMtit*  to 

Individual  inauTBOca  eonpuiiw  electing  a  t«d«al  cAartari 

1.     A  fedical  c)iart«rtag  option  doaa  fEorlde  an  oppoc- 
ttmlty  foe  eacape  to  those  companies  which  believe 
tbay  are   being   cippressed   in  their   states   of  domicile 
by  c^tain  lawa  or   regulations  applicable  to  domestic 
coavaniaa  only.      nUa  is  particularly  true  ad   ce^ards 
■tat*  tax  atatotaa  nhicli  can  place  a  hearisc  burden  oo 


tb»  bill  doea  allow  federally  chartarad  Inanranc* 
co^anlaa  to  aaeapa  politically  inaplrad  atata  rate 
ragulatioa. 


There  la  anathsr  aapect  of  the  propoaad  legialation  lAl^  will 
accrue  to  fadszally  chartered  co^paniae,   bat  this  ta  alao  available 
to  atata  chartarad  cc^panlea  who  bacoMa  Baabsca  of  the  Paderal 
Guarantee  mnd.     S.   ITIO  relieve*  these  cowpaidaa  i4ka  Join  the 
federal  guarantee  fund  froa  continued  participation  in  atata  inaolvaney 
progrtmt  and  concoaitant  insolvency  aseeaanant*  by  th*  atata  tunda. 

Havertheleaa  we  are  coovlaced  that  th*  contaaplatad  concept  of 
dual  regulation  of  Insurance  would  b*  unwelldy  and  duplicative  and 
Uiat  it  would  breed  coapetition  aaoog  regulatore  that  woold  lead 
to  Increaaed  ecoiKnlc  ragulation.     To  place  this  iaau*  in  perspactlva. 
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«na  •boald  kM»  In  adad  ttat  in  it*  cacMit  rapozt  on  maamm 
MMZkatlag  and  Pricing   (19T6)  tb*  JortlcM  Dapactnwt  callad  for 
lana  f"w— '^  ragnlatlon  and  nor*  opan  oo^patltion  In  Inauianoa 
nnikata.     ■•  aebo  tba  «laaa  ampraaaad  br  Sdiart  Bmtar,  tba  racant 
Acting  Vadaral  Inauanca  Attain iitra tor  that  *tba  pvMlic  la  baat 
aanrad  by  an  InMranoa  aya*^  andaE  «Alch  pclvata  aatwprlaa 
raaalna  tba  prlnclfal  pcoridax,   and  ClM  aCaCaa,  ttaa  ragulatoca 
of  laaaranoa.     Thla  tl^,  taonoxad  poaltlon  la  phiLosophlcally  aound. 
bvt  Eaqairaa  Inwivativa  approadiaa  to  aaaora  Ita  continuad  auccaaa 
ovar  tba  oeagEaaalcaal  noieaa  aapcr-alng  fadacal  takaovar.'     In  a 
•paadi  to  tba  mdava^Mit  mannnc*  Aganta  of  WUooMln   (5/fi/76), 
Mr.  Hunter  aaid  turtbai;  *I  ylald  to  no  eoa  In  tba  ballaf  that  ttaa 
Inanranca  indoatcy  ahoold  Eaaaln  in  prlvata  handa  imdac  atata 
lagnlatlMi.  ■■    I  atrasa  tb*  radaral  Xnauranoa  AOilnlatratioo'a 
poaitioa  tlMt  a  atata  lagulatad  ayataa  of  privataly  provldad 
inawcanca  ewi  baat  aarva  «b*  aaada  of  all  Aaaricana.     I  v1m>  wltli 
graat  concara  tba  apparant  diapoaitloo  on  tba  part  of  aany  in 
Ooagraaa  to  propooa  f adaxal aolutiona.  to  tha  rail  Inauranca  problMia 
of  today. . .    It  ia  laportant  for  thoaa. . .of  na  In  Oovarnnant  to 
taka  tba  laad  In  asplalnlng  vby  a  atata  ragulatad  prlvata  ayataai 


It  Boat  ba  wall  onderatood,   that  fadarally  chartacad  and 
atata  cbartarad  oo^>anlaa  vho  ara  naaOjara  of  the  Fadaral  Ouarantaa 
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Fnul  would  pay  ■  pclc*  toe  tbas*  potaatial  ■loTiint-,lcp*J  b«Mfita. 
Tvrthmi»orm,   a  aiAatantial  lapact  vooU  IM  fait  by  cofanlaa  aiact- 
iag  not  to  partlclpat:*  in  tlia  tadanl  Inaolvwieir  pcagraa.      In  fact, 
tha  total  fabric  of  iiiaiixaDc*  ragiOatlan  hobU  ba  radically  raaligoad 
It  thia  laqlalatico  vara  to  ba  anaetad. 

Nhlla  tba  Mil  baa  bavk  daacribad  a*  providing  a  'fadaral 
cdHrtarlng  altaroaclva'   for  Inaoranca  ooapanlaa,    it  la  apparant 
tbat  tba  ovarall  atfaot  of  tba  laglalatlon  la  to  bring  aboot   ■dual* 
ragnlatlon,     flila  la  particularly  troa  in  tba  araa  of  potaotlal 
diacrlMlnatlon  baaad  en  aga,   aas,  aarital  aMtaa,  *tc.      It  would 
alao  aAJaet  atata  chartarad  ec^aniaa  participating  in  th*  fadaral 
Inaolvancy  plan  to  concurrant  fadaral  and  atata  tinanoial  aonnlnationa. 
Dual  ragnlation  would  alao  laad  to  incraaaad  aconaaie  ragulatlon  ia 
xagarda  to  Inaueanca  Invaatnanta  and  raaacrlng  pcactlcaa. 

Finally,  wltD  atata  Inauranoa  departBsnta  caaponalbla  for 
raaidual  narkat   Inauranca  prograM  and  tba  pregeaad  radaral  loanrano* 
riianlaaliiii  actlvaly  Involvad  with  inaorane*  availability  nattaxa.    it 

cartain  tbat  ccafOBiao  will  pravall  and  tba  inancanca  rrtiannar 

Hay  wall  ai^  up  tba  ultiaata  loaar. 

Ala  ccocam  about  tba  af  fact  of  a  dual  ragulatory  aystaai  waa 
prcqKiaad  by  tba  Acting  radaral  Inauranca  Adidnlatrator     in  a  oc^Hat 
to  the  Juatlca  DapartMaott   ralatiwa  to  tb*  ftntitruat  Dlvlaica  Kaport. 
on  tnauranca  Narkoting  and  Pricing i 
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"Doll  r«9nlatozy  antttorlty,   apllt  batnaan  coapatl»g 
•oraxaign*... would  ba  ragardad  as  tlia  vorat  of  all 
ttorlda  by  all  partlaa  cdaoraad,  atata  Eagolatora, 
inanrara,   and  tha  inaorad     pablie.     ThLa  dichotoay 
would  ba  avan  woraa  than  tliat  nonally  Mieountarad 
irtMra  authority  la,  and  appaara  to  ba,   dlvldad 
batwaan  atata  and  tadaral  anthozity. ..It  would  braad, 
in  fact,   tba  vary  kind  of  controvecay  lAich  i« 
cunwntly  raging  batwaan  atata  Inauranca  raguLatory 
aothazitiaa  and  tba  tadaral  ragulatory  anthoritiaa 
0var  tba  Panaloa  Katora  Act   (na») . .  .Tba  ooteoaa 
of  tba  cMitrovaray  la  not  pradiotabla,  but  lAat 
la  aaaily  pradletd>la  ta  tba«  it  will  braad  a   lot 
of  law  anlta.' 
Stata  inavmnea  dapartaanta  would  oontlnua  to  ragnlata  fadarally 
durtarad  coBpaniaa  to  tba  antant  not  apacifioally  praaaiptad  by  tlila 
fadaral  bill  avan  though  a    fadarally  chartsrsd  ccaipany  uhdar  thla   law 
is  authoriaad  to  do  bnalnaaa  In  any  atata.     Mithout  attanpting  an 
axhauatlva  liat,  fadarally  diartarad  proparty  and  caaualty  inaurara 
will  ba  aUbjact  to  atata  ragulatory  lawa  partaining  to  policy  foxMB, 
cancollatioo  and  underwriting  raquiraawnta  and  atandarda.    agaacy  forcaa, 
faea,    count a r-alg nature,    and  unfair  trada  practlcaa.      Howevar,    whll* 
dtoaa  coBpaniaa  will  be  ai^ijact  to  thsae  atata  lawa,   atata  regulatory 
■uthoritiea  would  bave  no  enforcemant  power  over  theei  except  through 
tha  Federal  Inauranca  Coaniaaton. 
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Tba  bill  woald  aatablls)!  oDDCurrMt  Jorladiotloa  with  raspact: 
to  fadanlly  qnantrtaad  Itmurwn    (fadwally  cbartarad  co^anlM  and 
•tat*  Chartarad  co^aniaa  vhlch  ara  wbira  of  tlm  fadaral  guarastaa 
fund)    In  tb*  ana  of  diacrlMlMitiMi  baaad  on  aga,   aax,  raoa, 
rallgtoB  ox  natloaal  origin. 

Onca  tadanlly  chartarad,  a  oawany'a  ratum  to  Mat*  cbartarljig 
■onld  ba  thaoratioally  poaaibla  ondar  M.   ITIO  but  by  no  aaana 
•aally  accompliahad.     An  inaoxac  nay  rallaqnlNb  Ita  fadaral  duirtar 
only  parauant  to  a  vota  of  a  aalority  of  all  ita  atock  teldaxa  or 
policyholdsra   (not  jnM  a  Mjority  of  thoaa  voting)   and  Buat  lacluda 
a  notification  to  all  polioyholdara  of  loaa  of  gaatamtaa  fund  atatua. 
Th*  co^ny  would  than  h««a  to  apply  tor  a  oartif  icata  of  antbocity 
In  thoaa  atataa  in  whidi  It  wantad  to  cootlnua  to  d«  boalnaaa,   a 
tlaa  conauBlng  procaaa.     Siiid.larly,   a  atata  chartarad  coapany 

whidi  waa  a  i  ri of  tha  fadaral  guarantaa  fund  could  only  rallnqutah 

Ita  aarfiaiatilf  In  audi  guarantaa  fond  upon  notification  to  all 
poltoyholdara  of  loaa  of  guarantaa  fund  atatna. 

Tha  aignitioanca  ot  tba  foragolng  ia  apparant  In  viM>  of  tha 
oftMi  rapaatad  rapr^Mntatlon  that  in  analogooa  aitnationa,  baafca 
ara  allowad  to  alip  froa  fadaral  to  atata  dMrtaea  and  ratom  will) 
conaidarabla  aaaa  and  that  thia  haa  provad  or  oould  pcora  to  ba 
advantageous  to  IndiTldual  hanka.  It  la  baliarad  that  tbla  rapra- 
aantation  doM  ^  raflact  tba  aotnal  aituation  undar  bankiag  lawa. 
Trua,  baidca  aay  ba  altbax  fadarally  or  atata  chartarad.  Paw  banka 
actually  man  back  and  forth  batwaan  fadaral  and  atata  cbartar  howavar. 
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Mo>t  ctat*  ebarCarad  banka  bav*.   •laetad  to  bacoaa  Inanrad  undar 
tb*  Padaral  Mpoalt  Xnanranca  Oorporation  Hhll*  tbar*  ia  ae  audk 
corollacy  laatitutlcia  at  tha  atata  laval.     Mao,  botb  fadarally 
ctaartarad  bank*  and  atata  faanka  wbo  ara  amTiira  of  tba  PDIC  ara 
ragulatad  aa  to  tbalx  financial  aolldlty  by  an  an  of  tba  tadanl 
govariwaat.      It  1*  ballavadi  tlut  it  la  tba  ability  of  banka  to 
-aaaaovac  witbln  a  -eomplwt  fadarally  doainatad  rMralatory  eavicoa- 
■ant  whicb  ia  ao  oftan  confuaed  aa  an  ability  to  nova  In  and  out 
of  atata  or  fadacal  control. 

ttodar  tba  propoaad  lagialatlon,   tba  capital  and  aurploa 
taquiraaanta  naadad  by  en  Inaonois  aoapany  to  baccaa  fadarally 
durtarad  will  ba  aat,  by  rula,  by  tha  propoaad  radaral  Inauranca 
Ceaalaaion.     fliara  ia  no  Indication  lAiathar  auCh  lequiremantB  will 
bo  lilgb  or  loH  in  ralation  to  praaant  atata  raiiulreiiients  ox  will 
diffar  by  iaaorar,   by  tha  typa  of  Inanmnea  or  Una  wrlttan  by 
tbat  Inaurar,   or  by  gaograjliioal  araa   in  irtlich  audi  btMinaaa  la 


Fadarally  obartarad  coapaniaa  ara  axaapt  froa  atata  ragulation 
wltb  raqatd  to  rataa  and  claaaltlcatlon.      It  ia  not  kncMfn  wbathac 
Of  atataa  «ic|ht  atlll  ratain  prior  approval  or  powar  of  rating 
tarrltorlaa  and  rating  plana,  hotravar.     Wblla  atata  rata  ragula- 
tion la  prOhibitad.   adoption  of  thla   lagialatlon  would  not  tora- 
cloaa.   of  courao,    fntnra  Congraaaaa  froa  controlling  Inancano*  rataa. 
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It  BbouU  b«  noted  that  oontcol  of  rat«a  In  tha  zAaUaal. 
inatucanca  aarkat  la  laft  to  ttaa  atataa.     Ibla  aay  ba  an  Invitation 
to  atata  xagulatora  to  nanlpulata  aaalgaad  ciak  cat»a  ao  aa  to 
•xarciaa  dafaoto  control  ovax  voluntary  aaikat  rata*,     roc  axanpLa. 
Kav  York  and  Mmt  Jaraay  at*  aiAatdiilng  aaaigoad  riak  auttaoblla 
rataa  by  artificially  daproulng  tba    inaucanoa  rataa  for 
tltta  eatagocy.     Nhlla  it  la  Inpoaalbla  to  datagmlna  tba  affMA  of 
8.    1710  in  tbia  araa,   tba  opvortonlty  toe  rata  ■anlpulatlon  by  tha 
•tatoa  ia  opan  to  quaatlon. 

Tba  traatiMnt  of  taxation  uodax  tba  Fadual  Inanraoco  Act  ql«a* 
cauaa  for  cooaidarabla  concarn.  If  latqar  Inaozanea  co^aniaa  and/ 
or  aignificant  aaj—nta  of  pia^un  voluaw  alact  fadaral  ohartaclAg, 
tba  atataa  could  cartainly  incioaaa  tba  laval  of  taxation  aubatan- 
tially  for  all  naalnlng  ooavBDlaa.  niia  La  particulaily  ao  wtaara 
•tataa  aiqbt  no  longar  (lad  it  nocaaaary  to  protoct  dowaatie 
conpaniaa  froa  ratallatory  action  by  otbar  atataa. 

wa  alBO  ara  eoncarnad  with  tha  previa loilwhlch  would  allow  tba 
radaral  Inauranca  Coa*ia»lon  to  dlaallov  any  apacific  invaataaot 
upon  tlDding  that   -auA  Invaataant  do«a  not  naat  tba  •tandaid  of 
unquaftlooad  intagrity  and  atability.-     Na  baliava  that  tbia  provi- 
aion  provLdaa  tha  CniiMion  with  awaaoaa  pomr  ovar  a  coapanya 
tnvaatnant  portfolio.     It  would  appaae  to  giva  tha  Coaaiaaioo 
authority  ovar  apaciflad  portfolio  itva  and  could  aifnificantly 
incraaaa  tha  concantration  of  Invaatad  inauranca  aaaata 
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-lo- 
in only  tlia  biggast  and  fiuncially  tk»  aoundast  of  douatic 
bnaiiMaa.     At  tba  aana  tina  it  could  cut  off  aourcaa  of  capital  to 
•■Bllar  co«paiil*a  and  algolflcantly  aflwct  tha  finaoclng  of  c«al 
•atata  davalofanta .     Such  a  poaalbility  ia  vary  raal-     Ona  haa  coly 
to  raviaw  how  ponalon  truat  naoagaca  cvactad  when  invaatnant  critaria 
war*  astabllaliad  uadar  BRISK.     Kt  praaant,  tha  proparty,   caaualty 
and  Ufa  inauranca  eoapaniaa  In  tha  Onltad  Stataa  hava  In  axcaaa 
of  !4O0-billi0D  In  aaaata.     Alia  haa  baan  an  iaportant  aourca  of 
vantura  capital   in  tha   aconoay, 

Na  lubBlt  that  tha  aatabliahawnt  of  a  praaaaaaanent  inaolvaney 
fund   —  tha  fadaral   inauranca  guarantaa  program  —    ia   llkaly  to  bring 
to  an  and  axiating  atata   inaolvaney  programa,    at   laaat   If  thara   ia 
any  aignlficant  oeva  of  ccnponioa  to  tha   ledaral   laval.      0ns  uy 
wall  axpact  that  tba  largar  and  Bor*  atabla  inaurara  would  ba  tha 
firat  to  Bcnra  to  tha  fadaral  canka,   rasultlng  in  tha  anallar  laaa 
financially  atabla  to  ba  laft  bahind;      In  affect  creating  advaraa 
aaloction  at  tha  atata  laval.     Additionally,   tba  aiapla  reduction 
in  tha  nuabar  of  inaurara  on  tba  atate   Inauranc*  ayatea  will  Inpoae 
too  heavy  a  burden  on  thoaa  laft  behind.     Hbataver  the  cauaea,   we 
do  not  baliave  that  two  auch  copq«ting  Inaolvency  reiaburaeoiantB 
ayatana  can  long  endure  concurrently. 

Finally,    tha  aatabliahnent  of  a  Federal  Inaurance  Conaiiaaion  aa 
an  Independent  agency  In  the  executive  branch  of  the  federal  govern- 
aant  craatea  direct  federal  Involvement  in  inaurance  regulation. 
Apart    fron  nlnimal  Federal  Trade  Comniaaion  juriadictlon  over  nail- 
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ordar  Inauranca  and  aarqaca,  and  ragulatioo  by  tha  Sacucitiva  and 
Bitchanga  Co^iaaion  ovar  publicly  hald  iDBuranca  coa^niaa,  th«c« 
haa  iwvar  baan  dlract  fadaral  financial  ragulation  of  inauranca. 
Tha  Fadaral  Inauranca  Act  of  1977,  bovavar.  provldaa  for  dual  and 
concurrant  financial  ragulation  of  fadarally  chartarad  coaqanloa 
and  atata  charters)  coapaniaa  Who  ara  aMriMra  of  tha  fadaral 
guarantaa  fund. 

SanatocBEooka  haa   Indlcatad  that  hia  bill  would  aaak  to  Ivprove 
tha  quality  of  inauranca  coapany  ragulation  by  providing  for  an 
altarnatlva  ayataa  aiailar  to  the  Fadaral  ragulatory  altarnrtiv* 
praaantly  availabla  to  banka  and  aavlnga  and  loan  aaaociatlcna  ondar 
What  haa  coaa  to  ba  known  as  tha  dual  banking  ayataa.     Sinca  this 
lagialatlon  ia  intandad  to  atructura  a  Fadaral  inaurance  regula- 
tory ayatea  pattarned  in  part  after  axiatlng  Fadaral  bank  ra9U- 
latory  aachaniana   It  would  ba  Inatructlve  to  brlafly  raviaw  hew 
wall  tha  bank  ragulatory  ayataa  haa  parforaad.     Conalderi 

At  praaant  thara  ara  thraa  organizationo  trtiiCh  axarciaa 
ragulatory  authority  at  tha  fadaral  leval,   tha  Fadaral  Raaarva 
Board  which  aiqiarviaaa  aatfiar  banka.   the  Fadaral  Dapoalt 
Inauranca  Corporation,  which  Inauraa  bank  dapoalta  and  tba 
Coaptroller  of  tha  Currency  Who  axaainaa  national  and  D.C. 
banka.     fliare  haa  been  increaaing  ccncam  voiced  that  theae 
organitationa  coapata  to  toaa  extant   In  thair  regulatory 
reaponaibillttaa   for  banka  under  thalr  reapectiva  ]uria- 
dietiona.     Thara  axiata  today  bank  axaninera   In  tha  varioua 
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■tataa  who  ■1k>  «auEcla«  ragiilatory  raaiionaUiilltu.      In 
■(^■■ry,    tha  bank  ragulatory  ayatM*  axhlblta  ovatlapping 
and  duplicatlva  ragalatory  anthorltlaa  and  la  Itaalf  tha 
aubjact  of  haarlnga  toz  raoT9anlaat ion  at  tba  (adacal  loval. 

Daapita  tba  axlatanca  ol  axtanaiva  Padaral  ragulatory 
prograaa  banka  continua  to  fail  and  tha  incraaalng  miliar 
of  bank  failoraa  In  tha  paat   faw  yaaca  plua  tba  DittA*£  of 
problMK  banka  la  a  aoucc*  of  ganuina  concarn.      In  fact,   tba 
axlatanc*  of  utlooal  Barly  Warning  Syataaa  haa  not  pra- 
vantad  aavacal  larga  bank  failuraa  In  raeant  yaara. 

It   la  not  any  aora  raallatlc  to  aiqwct  fadaral  atata  co- 
opamtlon   In  ragulatlng   inauranca  coiqanlaa  than  it  ia  for  bank 
ragulatora  to  vork  cloaaly  togathar  at  tba  fadaral  and  atata  laval. 
It   ia  abundantly  claar  that  anactMot  of  thla  bill  would 
pioduca  aajor  ahangaa   In  tha  oparation  of  tha  proparty  and  caaualty 
inauranca  ayataa.     Poc  inatanca.    It  would  diractly  iapair  tba 
ability  of  SBall  coapanlaa  to  prlca  thair  inauranca  product;    It 
would  llMit  th*  ability  of  tha   inauranca  industry  to  aatabliab 
coaawiciBl  pooling  agraaaanta  through  whid  aaaantial  undarwxltlng 
capacity  can  ba  craatad  to  inaura  cartain  axpoauraai   it  will,  aa 
■Iraady  BaDtionad,    llXaly  bring  to  an  «>d  tha  axiating  atata  In- 
Bolvancy  aachaniaBi   and.    finally.    It  will  raquira  tha  craation  of  « 
naaalva  naw  fadaral  buraaueracy  and  laad  to  a  pariod  of  inatability. 
uDCartainty.    litigation  and   Incraaaad  acoooaic  ragulatlon. 
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in.    piscussioM  or  PRiiftinr  issubs  wish)  im  s.L710 
niaa*  !«•»■•  will  bs  dlacnaaad  in  tomi 

J>.        The  Leqlnlatlort  will  Subatantiallv  Hamper  the  j^billty 
Ql  Small  Cowpanlaa  to  Price  Their   Product 

Tha  HcCarraa-Ferguaon  Act,    r«:09niilB3  th*  uad  to  pool  eartaln 
IntorvBtien  to  davalop  rataa  and  ftmtlxma  gcuttad  broad  iiaanltlaa 
to  tba  Inauranca  iAdnatry  froa  fadaml  antl-tinat  Isim.     rtm  iaall«c 
liMuxanca  company,   and  th*  aor*  llmitad  Ita  nafkat  paoatrattco.   tba 
■or*  dapandant  tbat  ocaipaity  la  on  aqgragatlng  Its  ag^ariMtoa  wltb  that 
of  otbat  caidara.     8mi11*e  proparty  caaoalty  Inanranca  caipaniaa  joat 
do  not  hava  an  adactoata  loaa  axpartaDca  of  thalr  own  to  davalop 
cradibl*  InfonatloQ  upon  irtiich  to  baaa  tbalr  inanranca  rataa  by 
product  llna. 

Out  of  IB02  proparty  and  liability  Inauzaoca  ocapaolaa   licanaad 
in  tba  lAiltad  Stataa   la  1976,    900  opamtad  In  aoat  atataa  and  wrota 
tha  vaat  aajotity  of  boalnaaa.     Many  Ufa  Inancanca  caa^iaoiaB,   partl- 


culaEly,   tba  naw  onaa, 
oldar  wall  aatabliabad 
cowpaniaa  ara  ralatival; 
thalE  aatvicaa  In  flnitt 


»  alao  ralatlvaly  aaall  whan  cOMpaiad  to 
ta  Inaurara.     in  otbar  wocda  -  Boat  Inauranca 
■sail,  bava  llaltad  product  linaa  and  offar 
Hzkat  araaa. 
I  on  tba  Kntl-Truat  Divlaicn  il^ort  on  Inauranca 
Pricing  and  Markating,   tba  POi  atatad  tbat   -anllar  ctMp*i>i"*  could 
not  posalbly  Maka  thair  own  rataa  baaad  only  on  tbalr  own  loaa 
axparianca  alBply  bacauaa  aucb  aitpariaoca  (by  Itaalf )  would  ba 
antlraly  lacking  in  cradibllity. - 
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TDdar.    iaOSwUnml  I 
poolad  with  otiMT  earrlwcs  thragfc  nUaq  and  ■ 
Tfaia  ca^iMd  viqpuiMKM  !•  tima  timiOma  ao  tl»t  p>M.  iMa  ax- 
parlanea  can  ba  ntillaad  to  aatimta  Entim  loaa  tigpmrlMBtM. 
BDcaana  wlLI  pobllah  adTiBory  ncaa  iiUcb  tlw  ■■Jair  ofpanlaa 
■ay  uaa  In  tha  davalopHnt  of  tbaix  a«B  tataa.     It  ia  abaolntolT 
aaaantUl  that  tba  raw  axpariaoca  data  acqaind  by  tfaaoa  rating 
bnraaoa  ara  reptesantative  Of  tba  total  a«puaiufa  batng  Inanrad 
and  that  tha  data  provUad  by  wbir  eoapanioa  can  ba  proparly 
asBioiilated.     BMiea.   covpanlaa  anrt  raport  cbelx  loaaaa  to  bncaaua 
vMlng  TSlstlvaly  aiallar  rating  and  tarrltocial  claaalEication 
ayotaaa  to  allow  foe  tha  nacaaaazy  aggregatioc  «f  InfozBation. 

BoH«v«r,    tha  otilisation  of  rating  buzaaoa  la  opaa  to 
qoaation  ui^ar  tha  Fadonl  Inauranca  Act.     Bota  that  ooapaniaa 
that  al«ct  to  bacoaa  tadarally  ehartazad  will  no  loogar  ba  ia«i«« 
tzom  fadaral  anti-troat  lawa.     It  la  quaationabla  Aatbar  f«d«rally 
Chartarad  coapaniaa  would  ba  lagally  capahla  of  axchanging  any 
prica  Infoiaatlon,    including   Inforaatlui  liaited  to  loaaaa  In- 
currad.      It  la  claar,  howa»ar.   that   fadarally  dtartazad  coapaniaa 
would  ba  prohlbitad  froa  aMlbeEahip  in  a  rating  boraau  which 
tranda   paat   loaaaa  to  anabla   Ita  aaabara  to  prica  their   inaoraBca 
produeta.     Furtharaora ,    alnca  It   la  aaaoaod  that  tadacally 
chartarad  coapaniea  will  oparata  In  a   *fraa  wrkat  •ceoomg'.   thay 
would  ba  incllnad  to  davalop  thatr  own  individual  and  nnlijuo 
eating  claaaaa,   tarritcriaa  and  tating  plana  paculiar  to  thoir 
own  ^arationa.     Wia  aggragatlon  by  buraaua  --  avan  if  all<nMd  — 
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of  such  wLdaLy  varying  ayBtaaa  will  prodoe*  an  aaalgaa  of  In- 
foraatloii  ^icb  aany  iodividual  covpanlaa  will  find  ot   llttla 
uaa   in  th*  davalopawit  at  UmIe  own  lodlvldoal  rataa. 

Again,   citing  tlia  co^aant  froa  tba  Fadaral  Inauranca  Ad- 
■iniatration  to  tba  Joatlca  Dapartaant.   tha  Ptk  aald  *aaa  of 
th*  obvlooa  pn^leaa   In  raapact  to  paralttljtg  th*  aatlataaca  of 
a  wlda  variaty  of  alaborsta  and  incoapatlbla  claaa  plana  undar 
an  opan  rating  coocapt   la  tliat  tha  ■llllooa  ofi  potaBtUl  eating 
alota  tharaby  aogwidarad  nay  nagat*  cradlbllltjr  for  th*  loaa 
•xp*Eianc«  of  Miny  or  aoat  of  th*  Individual  claaa**  and  Hay 
praclud*  th*  Baking  of  propar  relativity  t*at*.* 

Nhat  1*   llk*ly  to  happan  U  that  tba   lar^ar  CKMspaniaa  will 
no  long*r  support  huc*au  oparatlona.     Plrat.   th*y  will  b*  d*t«rr*d 
fcoM  any  bur*au  oparation  actlvlti**  until  th*a*  hav*  b**n  lagally 
*atabliah*d-     Sacond,   th*  l»rg*r  ooiq^Dl**  will  quaatioa  tbalr 
contiDuad  anpport  of  bur**n  op*ratlana  particularly  if  tbay  par- 
caiv*  that  thalx  llnltad  opolatlooa  will  b*  of  littla  halp  to 
tha*  but  will  pctearlly  banaflt  oo^aititora. 

Accordingly,  abaant  ragnlatioB  and  BbB*nt  raatrictleo  on 
dlvaraity  of  ela*alficatlon  plan.  It  la  quaatlonabl*  wbatbac 
laiga  iaaurar*  ondar  th*  rad*cal  inauranca  Act  would  oontlnua 
to  support  buraau  oparatiooa.  Mhara  will  thi*  laav*  tha  aaallar 
inauranca  coi^ianlaa?  Ona  ahould  cartalnly  axpaet  that  this  will 
hava  M}or  Inpact  on  tha  coapatltiva  natura  of  tba  inauranca 
buslnaaa  and  that  aubatant la 1 ly  Incraaaad  tarritorial  narkac 
concantratlon  will  follow. 
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tt  !■  iAt«c«*tlng  to  Dot*  that  Conqrawional  critic*  of 

tba  iiwuranca  indastry  hava  urgad  inanraca  and  atata  ragulatora 

to  aatabliah  tba  davalopaant  of  data  collsction  ayattaa  Mileh 

will  allow  for  aora  praclaa  conaldaration  of  public  policy 

altacnativsa  and  laaoaa.     Padaral  chartarinq  of  ioauranca  eoa- 

paniaa  would,  without  quaation.    pravant  tha  ijqilaaMntation  of 

ii^>rovad  inauranco  data  banka. 

B.      Tha   Lnqialatlon  Will  Undenalna  tha  Stability  of  Worliera ' 
Companaatlon   inaiiranca 

K  particularly  troublaaoaa  aituation  will  ariaa  in  tha 

araa  of  wockara*    conpensatlan  inauranca.     Ha  ballava  that 

bacanaa  tadarally  dartarad  ccapaniaa  would  ba  lagally  pr»- 

hibitad  froa  participating   in  buraau  oparationa  tha  praaant 

woikara'   coPHaanaatlon  rating  ayat^  would  be  aubataittially 

dlaaaatlad.     niia  ayataa  reliaa  upon  highly  rafined  claaaitica- 

tlon  plana,    and  tha  adoption  by  all  aa^bar  ccnpaniaa  of  tha 

ratljig  buiaau  of  unifora  axparianca  raporting  and  ratroapsctlva 

rating  plana,    ioclndiug  axpanaaa.     Obvloualy,   undar  tha  Fsdaral 

Inauranca  Act,   anti-truat  conaldarationa  would  precluda  audi 

oparationa.     Yat,  workara'   co^anaation  inauranca  rapraaanta 

nnuaual  actuarial  difficultiaa  in  achieving  accurata  rataa  in 

part  bacauaa  of  th*  liaitlaaa  banafita.  both  aa  to  tinM  and 

aaount  provldad,    undar  thia  covarag*.     Moat  atata  workaca ' 

coapaoaation  lawa  raquira  tha  payaanta  of  lifatiaa  banafita  to 

ttldowa  and  to  thoaa  palaanantly   Injurad.      Additionally,    aoat 

lawa  provida   for  untiaitad  aadical  banafita,   both  aa  to  tiaa 

and  aiMunt,   to  be  paid  injured  workaan.     Further,    long  delayed 
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■>)or  difflcDltiaa  In  aaBaaaliig  an  inauranca  earrlar'a  Liability 
at  any  ana  tiaa. 

Norkara'   Coavanaatlon  ia  a  tcra  of  aoclal  inaucanca,    caquirad 
by  all  atataa,      Ona  of  Ita  aaln  purpoaaa  La  to  ancouag*  aaiployari 
to  raduc*  job  hazard*  thiough  tha  uaa  of  poaitive  incantlvaa,    loa* 
pravantion  and  education,     nia  eating  ayataa  uaad  in  workara'   coa- 
panaatlon  doaa  tbia  by  aaana  of  a  highly  rafioad  elaaaificatlon 
aystav  which  allocataa  tha  coat  of  work  accidanta  t«  aadi  Induatry 
and  to  aach  individual  aaployar  vittain  tha  induatrlaa  to  a  Rucb 
graatar  axtant  than  ia  conaidarsd  aconottically  faaaibla  oe  nacaaaary 
in  othar  linaa  of   inauranca.     Tha  axtcaaa  ranga  of  job  ralatad 
hasarda  cavarad  by  wockaia '    coapanaation  inauranca  ara  reflactad 
by  a  rata  diffarantial  which  at  tha  bottoa  of  tha  acala  >ight  call 
for  a  praaduB  rata  of  $.10  par  $100  of  payroll  and  at  tba  top  of 
tha  acala  ISO. 00  or  ntore  par  $100  of  payroll,     nila  ranga  covarlng 
hundrada  of   job  claaalflcationa  nakaa    it   inpoaalbla  for  caa  aingla 
inaurar  to  aatabllah  cradlbla  rata*  on  tha  baala  of  ita  own 
axparianca. 

Ma  hasten  to  add  that  thia  condition  by  no  Baana  pcacludea 
conpatitlon  aaong   Inauranca  conpanlaa  providing  woilcera'   coapanaation 
inauranca.     There  la  both  price  coapetltlon  and  aarvice  ccnpatitlon. 
Price  coapatition  ia  reflected  through  retrospective  rating  plana 
and  through  eliding  acala  dividend  participation  plana  which  are 
uaad  today  by  aoat  large  conpanlea  providing  workera'   coMpanaatioo 
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Coapatitlon  in  ••rvic*  by  iaBurara  ia  alao  c^iannalad  Into 
•ocially  Oaalxabla  anda  including  loaa  pravantion.   proaptnaaa  of 
payaanta  and  rtfiabilitation  activitiaa.      In  fact,    lagialaturaa 
and  ragulatora  bar*  cboaan  to  provida  through  tha  workara '   eoapan- 
•ation  inaucanca  rating  ayatan  diract  incantlvaa  for  aaployaca  to 
coaipata  with  aadi  othar  in  caducing  jOb  basarda. 

Purtbanaora,    in  part  bacauas  of  ths  rsfinad  claaalflcatlon 
ayataai,   and  In  part  bacauaa  of  tha  ovacriding  aocial  puxpoaa  at 
tha  vorkara'    compensation  Byata*,    tha  atataa  ara  aven  sore  COU' 
carnad  about   inadaquata  rataa   for  thla   Una  of   InaurancB  than 
for  Boat  othaia.      Undar  atata  wockara'    caapanaation  lawa.   an  in- 
]uzad  tfoxkar  Bay  ba  antitlad  to  banafita  axtanding  outward  in  tlRM 
for  forty  y*ara  or  loogar.     saving  apacifiad  by  law  what  banafita 
an  injuxad  workar  iB  antitlad  to  racaiva,    tha  stata  haa  a  atrong 
intaxaat  in  aaaing  that  Inauxanca  carriara  paying  thoaa  banafita 
will  raaain  aolvant  and  ba  abla  to  fulfill  thair  obligationa. 

Thaca  la  no  doubt  that  to  tha  axtant  that   inaurera  do  bacoaia 

fadarally  chartarad  tha  atabillty  of   tha  workara'    compensation 

•yataai  will  bacoaiB  aavsisly  diaruptad.      Tha   impact  on  tha  luickat 

placa  will  ba  vary  aimilar  to  tha  troublaa  that  hava  been  racaotly 

highlightad   in  product   liability  and  nalpractica   insurance.      We   are 

convinced  that  thla  would  not  ba  in  tha  baat  intaraats  of  aithar 

injured  workara  or  tha  buainaaa  coimunity. 

C.      The  Leqialation  Will   Reduce  the  Ability  of  Companiea   to 
Meet  Conaunier    Inaurance  Keeda  Through   Pooling  flgreemetita 

In  order  to  provide  the  capacity  nacaaaary  to  raapond  to  the 

buying  piiblic'a  naada   inauranca  conpanlea  hava  aat»bliahad 
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I  pooling  davicaa  auch  aa,   aircraft  Inaucanca  pools,    factory 
nutuala,    nuclaac  pool*,   oil  pool*,    fluid  industry  poola,   ate.     At 
tiBB*,    it  ia  oDly  titrough  auch  poola  that  auffldant   Inauranca 
capacity  can  ba  craatad  to  Insuc*  cartaln  oocpoauraa.     At  ottiar  tlaaa, 
auch  pools  provide  tha  opportunity  for  graatar  maifcat  cOMpatitlon 
B^ng  Inaurars  by  allovlng  saallar  Insurars  to  pool  thalr  capacity 
with  othara  to  anabla  than  to  bid  on  an  axposura  (rtilch  only  largar 
ccopanlaa  can  otharwlaa  afford  to  do.      In  aany  of  thaaa  poola  a 
cooaon  rate  is  used  and  charged  tha  purchaaar  of  insurance.  Addi- 
tionally,   on  large  co^tercial  rlaka.    Insurance  hrcricera  routlnaly  get 
nany  different  insurers  to  accept  a  portion  of  tba  riak  at  a  coason 
rata  and  on  a   ea^on  fora.      In  all  such  situations  all  Inaurara   In 
tba  pool  mat  agree  on  what  tha  price  for  a  particular  risk  should 
ba.      If  such  pooling  devices  were  not  peraltted,    or  co^Km  rataa 
and  foraa  not  pandttad,  aany  large  risks  would  find  it  difficult 
if  not  laipoaalble  to  secure  adequate  insurance  corecage.     All  thla 
of  courae  would  be  to  tha  datrlaant  of  tha  insurance  buying  public. 

Federally  chartared  coapanlaa,    no  longer  protected  by  HcCarran- 
Farguson  antitrust  laHunitiaa  would  likely  abandon  their  participation 
in  auch  pooling  Bachanlawa.     We  racognlsa  that  tha  Report  on  In- 
aurance  Regulation   (flie  Pricing  and  Marketing  of  Insurance)    pub- 
llahad  by  tha  Antitrust  Division  of  the  Justice  Dapartnant   In  1976 
auggaata  that  tha  Padaral  aittltruat   lawa  would  not  nacaaearlly  pro- 
bUiit  pooling  MachanlBMa  and  arrangaaanta  aaaential  for  eaklng 
available  broad  inauranca  sarketa.     And,   while  we  agree  with  tha 
Report  that  a  good  case  could  and  would  ba  Bade  that  audi  cca»ercial 
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arrangaaanta  aubatantlally  anhanca  coMpatttioa,    It  will  ba  for 
tha  court*  to  daclda  tha  lagality  ot  auch  praetleaa.     Dotll  BUcb 
court  daclalona  ara  final,   tha  atatua  of  co^aarclal  inauranca 
pooling  acrangaaMnta  will  raaaln  In  doubt.     Unquaat looably .   axacu- 
tivaa  ot  fadarally  chartarad  co^taniaa  will  ba  datarrad  fro*  con- 
tlnuad  participation  in  aucb  plana  until  thalr  lagality  haa 
baan  aatabllahad. 

niaaa  ara  laportant  Induatry  praetleaa,     Yat  Barloua  conflict* 
■itb  tadaral  antltriut   Ian  would   forca  fadarally  chartarad  coapaniaa 
to  abataln  froa  participating   In  auch  pragrana,     flia  fact  that 
eonflicta  with  aatHi  lam  axiat  do  not,   obvioualy,   naka  thaaa  prae- 
tleaa und«alrable  twm  ■  cooauaar'a  atandpoint.     Many  of  thaaa 
praetleaa  war*  craatad  to  aaka  inauranea  avallabl*  to  broadar 
publiea  in  a  aora  ecopatltiva  aDvironaant,     But,   tha  couxta  hava 
not  always  bald  that  a  clMr  pvAilie  intaraat  la  of  itaalf  awtfieiant 
to  ovareoaa  a  lagal  barrlar. 

Nhlla  aoaa  of  tha  aoclating  poola  ara  ooapoaad  of  aaallar 

eoapaniaa  —  eoapaniaa  whicA  at  laast  Initially  would  not  alact  to 

baeoaa  fadarally  chartarad,    acaa  otbar  poola  ara  vary  dapandanC  on 

participation  by  aoaa  of  tha  induatry's  sajor  inaurar*.     To  tha 

axtant  that  thoaa  Inaurara  bacoaa  fadarally  dMrtarad,    it  la 

quaatlonabla  whather  auch  pools  could  continua  to  axiat  without 

thair  aaaaotlal  participation. 

S.     Wia  Padaral  ^naurqnca 
Protaetlen  AqaJnat  laa 

In  hi*  introductory  atataownt  acecapanylng  S.    ITIO,    Sanator 

Broefca  atatad  that   -tha  trau-a.of  tha  la-t   faw  yaara  has  brought  ho-a 
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to  »  tha  need  to  laprove  th*  pcotactlon*  available  to  Inauranca 
policyholders  bafoxe  tha  naxt  bruah  with  diaaatar.*  Claacly  what  ha 
contemplated  in  8.    1710  la  a  ayataa  patternad  aftax  the  PDtC. 
Bowavar.    tha  typa  of  powsra  grantad  to  tha  FDIC  although  axtsnaiva, 
ware  aatabliahad  to  xagulata  a  apacitic  and  wall  datinad  pEotolaa. 
tha  financial  condition  and  aolvancy  of  banka  and  tha  protection  of 
dapoaltora  aceounta   froH  undue  riak.      'The  raqulatory  objective' 
waa  to  aalntain  bank  aolvancy  and  protect  tha  nationa  Bonay  aupply. 

It  la  aaaantlal  to  review  the  crlaia  condition  that  preceded 
the  developaant  of  tba  FDIC  in  contraat  to  tha  financial  anvlcooBent 
today,    to  Obtain  a  clearer  picture  of  why  federal  raqnlatlon  of  bank 
aolvancy  waa  a  national  raquiranant  of  the  firat  order  In  1933  while 
auch  federal  regulatory  praaaDca  ia  not  naadsd  today  for  tha  inaniance 
industry  and  would  be  counter  productive. 

In  1933  banka  were  failing  every  day  with  ovo''  1,000  banka 
closing  their  doora  to  dapoaltora  in  that  year  and  the  tranda  were 
OBinouB.  nw  OKXiey  aupply  of  our  nation  was  in  jeopardy,  tha  con- 
fidence of  our  citieena  in  our  nation's  banks  waa  at  a  low  abb,  and 
tha  ayateoi  by  all  aceounta  waa  taat  eroding  from  within,  niara  was 
not  at  this  tiaa  an  effective  state  regulatory  function  for  the 
banking  industry. 

In  contrast  to  thoas  crlaia  condltiona  of  the  early  30'a,   tha 
inauranca  industry  haa  demonstrated  important   financial  stability 
enabling   it  to  pull  through  a  period  of  successive  and  Haaalva  under- 
writing  loaaaa  cauaad  by  aurglog  clalo  costs  and  unforseen  inflationary 
condition*  during  tbe  aid  19T0's.      Insurance  carriers  are  new 
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raportlng  poaltiv*  operating  vaaulta  aDd  financial  coodltlona  In 
tha  inauranca  iadtutry  ara  daflnltaly  li^rovlngi    not  datarloratlng 
as  waa  the  ceoditlon  with  tha  banking  Bystaa  in  tha  1930'a.     Finally, 
inauranca  ragulatory  ovaxaita  haa  baan  active  and  incraaaing  at 
tha  atata  laval. 

By  all  clfhta.   thoaa  advocating   tadaral  ragvlatlon  of  inauranca 
Muat  ba  abla  to  daaonatrata  that  fedaral  raqulation  or  dual  ragulation 
would  ba  an  ipprog|»»nt  on  tb«  currant  ragulatory  ayatan.     ttiia 
caaa  haa  not  baan  aada.     Aa  our  atat««aot  polnta  out  dual  ragulation 
would  laad  to  Bora  ragulation.    litigation  and  uncartalnty  and  to 
laaa   coapatltloo  and  p«lblic  protaction. 

Tha  dual  ayataa  for  daallng  with  inauranca  coa^any  Inaolvanclaa 
contanplatad  undar  tha  bill  Will  unfortunately,   conaidarably  laaaan 
today's  protaction  availabla  to  policyholdera  and  third-party 
banaficiaEiaa   In  tha  avantuallty  of  inaolvanclaa.     Lat  aa  axplaini 

Slnca  1970.    48  atataa  and  tha  Dlatrict  of  colimbia  bava  anactad 
laglslation  to  provida  axtanalva  protaction  to  both  policyholdara  and 
third-party  banaficiarlaa  vlctlnliad  by  proparty  and  casualty  Inauranca 
coBpany  Inaolvanclaa.      (Laglalation  la  praaantly  pandlng  in  oklahona, 
ona  of  tha  two  atataa  without  a  proparty  and  caaualty  inauranca 
coi^any  insolvancy  plan.)     Hoat  of  tha  atata  plana  ara  aodalad 
aftar  a  bill  draftad  by  tha  Rational  Association  of   Insurance 
Coaaiiaaionera    [mc) ,    tha    association  of   atata   inauranca 
ragulatora.     Tha  miC  aodal  act  calla  for  an  aasasanant  to  ba  laviad 
on  all  proparty  and  caaualty  Insurers  doing  buainaaa  in  tha  atataa   In 
Which  unpaid  loaaaa  arlaa  froai  a  conpany's   inaolvancy.     This  poat 
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•>aaB*«»nt  aachanlMi  waa  ■•lectad  (or  tlii»a  rsaaooa.    1)   to  pravant 
tha  Bccuaulation  ot  imnacaaaarily  larqa  aurplnaaa  -BnA  ■>  -tlta 
$7.3  billion  dapoatt  inauranc*  (nad  (1976)  which  has  bMit  aMaaad 

by  tha  PDIC.      2)    to  kaap  to  a  ■IniMaa   interference  with  inauranca 
oovpany  oparationa.    and     3)   to  koap  inauzanca  capital  and  aurplua 
working  activaly  to  aaat  tha  Incraaaing  natlonwida  JwnJa  foe 
inauranca.      Purtharw>ra,   a  poat  aaaeaaaant  progzaB  can  ba  iaplaaantad 
with  no  naw  adainiatratlva  buraaucracy  and  at  a  ■Inipm  coat  to  both 
the  industry  and  tha  piAilie.      tt  ia   l^vortaat  to  aaphaaii*  that  all 
licanaad  proparty  and  casualty  inauranca  eonpaniaa  doing  buainaaa 
in  a  atata  auat  partioipata  in  tha  inaolvancy  aachantaB  in  that  atata. 

Tltla  I  of  S.    1710  would  aatabliah  a  coapating  inaolvancy 
aachaniaa.     Howavar.   8.    1710  aakaa  no  attaa^t  to  coafMita  fairly  with 
tha  atata  ayataa.     It  allowa  participation  in  tha  fodaral  prograa 
only  for  thoaa  coaipaniaa  lAich  aaat  that  dagtaa  of  financial  atability 
proBul^atad  by  regulation  by  tha  Federal  Inauranoe  CoaaaJaaion.     One 
auat  aaauaa  that  tha  degree  of  atability  lAicb  will  be  required  by 
thoae  regulatiooa  will  ba  anbatantial .     Bence,   only  the  atroager 
Inauranca  inatitutlona  will  ba  allowed  to  participate  in  tha  fedaral 
guarantaa  plan.      If  tha  atate  plana  war*  to  apply  tha  aaaa  aalectivity 
and  ba  Halted  to  coapanlaa  with  the  hlghaat   financial  Integrity, 
tha  public  would  receive   little  or  no  pcotaction  agalnat  co^any 
inaolvanciea  aince  thoae  copvaniaa  nora  likely  to  bacoMe  inaolvent 
would  be  axclikled  frca  both  the  federal  and  the  atata  ayataa.     To 
tha  extent  that  the  atrongaat  financial  coapanlaa  elect  to  participate 
in  the  federal  prograa  it  will  than  fall  npon  the  weaker  coapaniea  to 
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reapond  to  thi 
■tata  ^uarantaa  fund  poa< 


■tata  InBolvaocy  ayatMi  would  collapaa  in  tiaa. 


An  addltlraial  qroaal 
tba  fadaraL  ay>t< 
way  of  caBpaai«a  daalrlng 
vary  aaay  toe  m  coMpany 
raaaonabla  to  aoipact  thai 


loaaaa  ganaratad  tri 
aBBBBBBaata.      It  atanda 


I  through 
3  raaaon  that  tha 


Y  unfair  cca]patitiv«  advantaga  is  provided 
a»B  tha  lagialation  puta  roadblocka  in  tha 
1   to   iBflvB  tha   fadaral   ayataa  but  Bakaa    it 
c  tha   fadsral  syatBa.      la   it  not 
>   coapany  finds  that  a  coopatltor  may 
ba  In  sarioua  financial  difficulty  and  that  upon  tha  insolvency  of 
that  con^atitox  It  would  ba  called  upon  for  a  substantial  aBBsBBment 
In  caaa  tha  inaolvaney  materia liiee,   that  it  would  aaak  iooadiata 
participation  In  tha  fadexal  guarantee  proqraB  in  order  to  aacape 
the  poet  BsaeesMant  levy?     nius,   coapaniee  are   invited  to  avoid  their 
obligations  under  etate  insolvency  plana  but  are,    in  fact,   effectively 
prevented  team  doing  tha  saaa  once  they  have  baan  captured  by  the 
federal  progras. 


ind  non-coopetitiva  advantaga  of  the 
that  once  a  coapany  baconaa  part  of  tha 
no  longer  haa  any  Obligation  to  tha 
Yet,    under  a   post -assessment  systeo, 
iodically  to  cover  only  the  coat  of  claims 
SB  incurred.     A  coapany  participating  in  a 
would  be  in  a  poaitian  to  avoid  payment 
I  aseaaeiwnta  aioiply  by  switching  over  to  a   federal 
I  progran.      If  enough  coapaniee  would  take  advantage  of  this 
■cbanlSB,    the  ability  of  the   state  ayatan  to  generate  tha 


M  third  groflflly  ui 
aderal  guarantee  progi 
federal  guarantee  progri 
insolvency  nechan: 

lettlad  and  not  all  losi 
insolvency  oMchan: 
•f   future 
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lary  tnnda  to  pay  for  InaoLvwit  coapaala*  KOvLd  t* 
aUbatnntially  if«akao*d. 

Senator  Brooka  haa  polntad  to  tha  fact  that  'only  •t^htaan 
Btataa  praaantly  offaz  guarantaa  funil  protactlon  agalnat  a  Ufa 
inauranca  Inaolvancy.  *     Wa  do  not  aaa  how  the  eatabllalBafit  of  a 
dual  Inaolvaocy  aysta*  would  be  of  Budt  aeal«tanc«  to  thoae 
vlctiniEsd  by  life  inaurance  eoapany  Inaolvenelea,   aloce  one  woald 
anticipate  that  the  only  coapiniea  allowed  to  participate  In  the 
federal  prograa  would  be  the  leaat  liXely  to  beco**  laaolTant,    no 
■attec  what  their  etate  of  dowicila.     Let  ■•  aavhaaiie  that  the 
federal  guarantee  Ijianranca  prograa  will  only  protect  the  vietiaa 
of    Inaolvent    coaipaniea  participettng  In  the  federal  progcaa.     Hence, 
thoae  victimised  by  life  inau-anca  coapaniair  Inaolvanciea  will  bave 
little  or  no  better  protection  than  they  have  at  present. 

H  third  point  nade  by  Senator  Brooke  ia  that  where  atate 
guarantee  lunda  have  bean  operetad  on  a  praaaaeaaBant  baaia.  they 
have  been  'raided*  by  the  atate  legialature  end  the  fnnda  amaaaed 
have  not  been  available  irtien  needed.      It  ia  correct  that  Bora  than 
$200  ■illion  of  thoae  tunia  accuvilatad  in  the  K«h  toUc  etate  in- 
aolvancy  fund  ware  awitcbed  froa  bank  certlficataa  of  depoait  and 
tadaral  governaent  aecurltlea   into  Vew  Yolk  City  obllgatlona. 
However,    that  doaan't  aean  that  the  inaolvancy  fund  In  saw  York  ia 
unable  to  reapond  to  either  Inaolvancy  payaenta  or  apecial  loane 
to  aaaiat  in  the  rehabilitation  of  a  coapany  in  financial  dlatreea. 
Aa  a  natter  of  fact,   the  Vew  York  atate  legialature  baa  Juat  anthoriaad 
a  Bubatantial  loan  to  be  aada  to  attaapt  to  Tebabllltata  a  relatively 
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Iaz9*  ■■>'  york  Inaorcr.      lDOl<l«ni:ally,    It  la  not  only  atat*  quarantaa 
funds  Whldi  ar*  aiAjMOt  to  tba  iAla>  of  laglalaturaa.      wa  liava  alcaady 
aaaa  that  Padaral  guacaot**  funda  ara  also  aublsot  to  th*  lAiaa  of 
Congraaa.     iBtan  tha  (adaEal  crlna  Inauranca  prograa  waa  aaactadi 
Congrsaa  autb^ltad  pa^Mut  of  clalaa  fcoa  tha  fadaral  riot  xa- 
Inauranca  pool  aeconlatad  br  iBaurec*a  for  tbalK  proCoatlMt  la  tha 
eventuality  of  bbjoe   xlot   loaaaa.      niua,    th*   ultljHta   ua«  Of   any 
preassesanMnt  fund  oan  alwaya  ba  aUbjact  to  tha  whlna  of  any 
legialatlva  l>ody  —  stata  ox  fadaral. 

Tha  atata  iDsolvancy  fund  ayatan  la  atlll  ralativaly  amu. 
Obvioualy  It  la  In  naad  of  ■loor  adjuatmsntB.      Stata  laglalaturaa 
ara  raapoodlng  to  thaaa  naada.      ror  Inatanca,   duclng  tha  1977  atata 
laglalatlva  aassioua,   a  nuabar  of  atata  guarantaa  fund  lawa  tiara 
■nandad  to  pxovlda  laMadlata  accaaa  hy  tha  atata  Inaolvanoy  ■achaalan 
to  tha  aaaata  of  iaaolTut  Inaurara.     Thara  ara  now  aightaan  atataa 
with  lawa  allOHlng  guarantae  funda  laaadiata  aecaaa  to  auch  aaaata. 
Slxtaan  atataa  hava  lawa  giving  guarantaa  fonda  priority  ovar 
ganaral   cradltora   for  thoaa  aaaata   and   slavon   atataa   hava   provisiona 
for  praalUB  tax  offaat  for  aaaaaamenta  paid  by  madiar  inaurara     to 
guarantaa  funda. 

Ultlaataly,    it   la  tha  Inauranca  buying  piibllc  which  paya   for 
tha   aaaaaananta   relatad   to   Inaolvancyi   whathar   thaa*  aasaaaitants 
are   on   a    preaasassment     baaa   or   poat-aaaaaaaiant.      Slnca   1969   property 
and  casualty   inaurara   hava  baan   asaaaaed   approxiiuitaly   $161  ■lllion. 
Bad  thaaa  aaaa  coapanlaa  baan  aubjact  to  tha  ona-quartar  of  ona  par- 
cant  praaiua  tax   'pra'  asaasBBant  suggaatad  in  8.   1710  thay  HouLd 
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hara  paid  ufMards  of  SI  -  billion  Into  tha  ladaral  i 
prograa.     The  £••■  of  tha  alCamaCLva  fodaral  Inaolvaocy  pm^raa 
obvlouBly  would  havw  b«wi  >uch  bl^her  tban  tha  actual  atat*  fund 
oparating  coata.     Tha  aavlnga  to  tha  p«lblic  ara  avLdaot  In  tha  atata 
fund  approach  and   naad  no   furthar   elaboration.       (A  Fund  aaaaaaaant 
tabla   la  attachad  aa  an  appandlx  to  thia  atataawnt:)  ■ 

In  conalualon,  tha  fadaral  guarantaa  Inauranca  proqraa  propoaad 
by  S.  1710  will  not  anhanca  public  protactlon  a9sUi8t  Inauranca 
company  Inaolvanclaa.  In  fact,  it  will  anbataotially  dateact  fcon 
the  axiating  protection  enjoyed  by  the  public.  It  vill  eatabllab  a 
Nachaniaa  whereby  tha  larger  and  the  atrooger  inaurara  will  be  able 
to  avoid  their  fair  aaaeaaaanta  to  inaore  the  protaetlon  of  victiaia 
of  company  laaolvenciea. 

S.      Creation  qf  a  l«w  Bgraaucraey 

8.    1710  will  require  eatabllabBaDt  of  a   vast   new  fadaral  bureau- 
cracy.    To  fully  appreciate  the  iBplication  of  dual  regulation  we 
have  axBBinad  the  propoaed  Federal  maurance  CoaMiaaion  in  order  to 
anawar  the  following  qnaatlonai 

1.  BOW  broad  are  the  powera  and  reaponaibllltlaa  of  the 
propoaad  Federal  Inauranca  Contlaaion,  both  apecifled 
and  Imillad? 

2.  lan't  it  raaeonabla  to  aaanaa  that  a  Fadaral  Inauranca 
Coaalaaioo  once  eatabllabed  would  extend  ita  regulatory 
authority  beyond  aolvanoy  and  chartering  to  include  In- 
anrance  Barkatlng,    rating  and  operation? 

In  anawactng  tblB  quaatioo.  ooa  anat  conaidas  tha  wida- 
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■[ir«Ml  polltloal  Lntaxttst  in  Ijunranc*  iji  Coagiaam  and 
th*  •dvoeaey  of  ladaral  ■olutlona  that  ar*  incraaalngly 
balng  pc«aMttad  to  aaaliorata  natlonwid*  aoclal  and 

3.  Bow  aaaalv*  Bight  Um  pcopoaad  r*d*nl  raqulatory  authority 
bacoB*  In  oEd«r  to  carry  out  tha  raapoiMibllitiaa  Bat  forth 
in  Ita  dkartBT? 

4.  fo  lAat  aKtant  would  fadaral  Insurance  ragulatoty  prograa/ 
oparatloo  ovaclap,  duplicate  and/or  coofllct  with  stat* 
Inaurano*  raguXatlon? 

5.  Should  OB*  agcpect  that  loauranca  coBpany  regulatory  re- 
portlnq  reqniraBanta  and  papeiKorlc,   alcaady  aa  enorBOua 
bnrdaA  and  *speaae,  would  proliferate  even  (urtltac  >■  the 
fadaial  and  etata  ragalatary  ayataaa  csBpete  for  influance 

6.  To  lAat  attent  will  o<M|i«ting  raqolataty  aystiaa  at  both 
the  Btata  and  fadaral  level  inevitably  lead  to  the  develop- 
MMit  of  untoward  addition*,   rulea,   and  regulation  of  an 
induatry  which  by  all  account*   1*  already  aubject  to  ax- 
tenaiv*  regulation  In  all  SO  *tat«B? 

7.  Bow  can  an  aver  inereaaing  level  of  regulation  apucred  by 
a  va*t   federal  Inaurance  regulatory  ayaten  be  recoooiled 
with  tha  I  iBBltneiil    of  the  Carter  Hdainiatration  to  reduce 
the  Bcop*  and  iBpact  of  regulation  in  general  and  to  shrink 
tha  federal  regulatory  boreauoracy  In  particular? 

a.     The  proponenta  of  federal  regulation  believe  it  would  pro- 
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nanclal  atablllty  to  th*  inatmaoa 
industry.     Wouldn't  th*  agilatano*  of  two  vaat  counting 
ragulatory  ayataas  laad  to  juat  tha  ^poaita  —  a  pvoLongad 
parlod  of  uncartainty,    litigation  and  instability  ••  naw 
iwgolatory  ralationahlpa  and  raaponsibilitlaa  «Dvt  ba 
esliabliihed  and  raatmctnrad? 
Thaa*  aajor  qu«atlona  daavrra  turthBr  diacuaaion. 
Tit*  propoaad  raaponalbllitiaa  and  powara  at  tha  Fadaral 
Inauranca  coiMlaalan  apwilfiad  in  S.    1710  an  botb  axtanalva  and 
concantratad.     Thay  paralLal  in  part  tha  ovaraigbt  raaponalbilltiaa 
of  both  tha  Fadaral  Dapoalt   Inaoranca  Corporation   (niC)     Which 
Inaucaa  da>ind  dapoaita  in  national  and  atata  banka  aod  tha  CoMptrollar 
of  tha  Cnrrancy  Diviaioa  ol  the  Traaanry  Dapartaant  vhieh  rogulatea 
hanking  oparationa  and  cAartars  natlcital  harica.     Tha  Fadaral  inauranca 
Covnlaalon  would  alao   Inclnda,   of  couraa,   all  tha  prograMa  and  | 

raaponaibilitiaa  of  tha  Fadaral  Inauranca  Adainiatration  near  in  the 
Dapartaant  of  Houaiog  and  Urban  Develoixnent. 

Given  tha  extant  of  ita  power  and  tha  political  praaauraa  which 
would  undoubtedly  affect  tha  coBNlaalon.   it  la  quit*  probabl*  that 
tha  Coooiaaion  would  ba  prodded  to  estpand  ita  regulatory  rola  wall 
beyond  aolTency  iaauea  to  involve  noat  if  not  all  aapecta  of  inauranca 
company  aanagaDMit.     To  daaonatrata  thla  point,    juat  eonaidar  tha 
nature  of  the  actual  powera  propoaad   for  tha  Coaaiaaion,     niaaa  powara 
muat  ba  viewed  In  tha  contaict  and  the  anvironaant   in  whiA  they  would 
be  aaployed.      Pol icyholdere ,   oonaiaar  groupa  and  othara  have  in- 
crsaalngly  bean  aaaklng  politlcel  aolutiona  to  inauranoe  [sohlaaa 
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not  ooly  at  tha  stafca  l«*sl  but  in  waatiliigtoa>   as  mil.     And  it  ia 
undar  tbia  •nrlronaiant  at  eonpLas  and  incraaaing  political  praaauraa 
that  tha  Coaalaaton  oouU  axacciaa  tta  pooaca. 

A  lictaf  raviaw  of  tha  axtanalva  ragulatory  powara  availabla  to 
tha  Fadwral  Inanranca  CoaBlaalan  and  tha  currant  ragulatory  and  political 
•nvLronaaat  In  wbicb  it  would  oparat*.  la  tllmlnatlng.     Ona  auat   firat 
racognlM  that  the  Co^iaaion  would  not  cnly  hava  broadar  povara  than 
tha  original  Fadaral  Dapoait  Inauranca  Corporation,    it  muld  quickly 
becona  actlva   In  csgulatory  araaa  that  ars  oatanalbly   laft  to  tha 
atataa.    I.e.    inauraDca  marketing  and  rating.      Cna  would  expect  ecor-omlc 
regulation  to  incraaaa  aignlflcantly  rathar  than  to  diaiiniah  under  a  dual 
fadaral  atata  regulatory  ayataa.     Conaidaxi 

ne  CctMiaaion'a  power  to  deal  with  potential  diacrinination 
would  enable  It  to  gather  eartenaive  data  on  narkatlng  practlcaa 
and  opaxatiena.      it  could  do  tbia  by  holding  haarlnga,    laauing 
•ubpoenas  to  witnasaea  and,    it  neceaaary,    penaliiing  inaucara 
that  are  federally  chartered.     The  CoaaiiaBlon  could  initiate  such 
inveatlgationa  if  it  balievad  that  die crimination  waa  related 
to  Barkat  claaaification,   undaiwcitlng  and  rating  practlcaa. 
nie  queation,   therefore,    ariaea  whether  the  reaponaibillty  for 
aarksta  and  rating  would  be  left  entirely  to  atate  ragulatora, 

Tha  powera  that  the  CoMBlaaion  would  aasuma  an  oaaae  f rcn  the 
Fadaral   Inauranca  Adailnlatratlon  would  enable  It  to  becoan 
directly  involved   In  inauranca  availability  laauaa   (the  U.S. 
aovemaent  or^anlaation  Manual  atatea  that  FIA   la  now  directly 
involved  with   inauranca  availability  problfuna).      Since    inauranca 
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availability  and  atfordiAility  an  IncrMaingly  Maatiooad  in 
th«  aana  braath.   thi*  ovaraight  pcwar  providad  -to  th*  Camlaaion 
would  provida  it  with  a  blank  (dieck  to  analysa  rata*,   eating 
practicaa  and  r*aldual  nackat  plana  in  dlract  coi^atitioa  with 
atata  inanranca  cagulatora.     Tbla  would  be  a  aituatiau  cartalnly 
not  intandad  ty  tha  author*  of  8.    1710. 

.    Davaloplng  and   nonitoring     criteria    for   loaa   reaerve  adaquacy 
would  Blao  provide  much  room  for  tha  Coomlaalon  to  nanuever, 
thUB   enabling    it   to  monitor,    if  not   reijulata   Inaurance  ratna 


. .   Finally,   tha  regulatory  pcnar  of  tha  Co— jiaion  to  dateriaine 
underwriting  capacity  of   federally  chartered  Inaurara  directly 
iapacts  Inaurance  narketa.    insurance  availability  and  could 
enable  It  to  dictate  what   linee  of   inaurance  co'U.d  bt  w  ittan 
and  how  large  tha  praniua  writings  could  becoae  in  eacb  line 

Beyond  these  very  extensive  powers,   the  propoead  Federal  In- 
surance CoaMission  can  issue  additional  rules  and  regulatious  and  aiay 
have  additional  powers  not  speclficelly  enuaaratsd  that  would  asalat 
it  in  carrying  out  the  provlaiona  of  the  Act.      In   fact,   tha  Coe>lsaior 
would  be  anpowsrad  to  datarsiine  what  other  lines  of  business  incldenta 
to  their  insurance  operations   Insurere  could  engage  in    (Section 
lOaCeXB)).      in  short,   alaoat  every  aspect  of  managing  a   federally 
chartered  inaurance  conpany  would  be  aubjact  to  in-depth  regulatory 
oversight . 


DigiLizedbyGoOglc 


-  32  - 

Con>ld*r  also  tiM  provision  in  tha  propoaad  laglalatioo 
that  all  thxaa  co^laslonara  cannot  ba  attlllatad  with  the  aaaa 
political  party.      Thia  proviaion  claarly  acknowladgea  that   political 
pesaauraa  aod  conaidacationa  are  expected  to  iopact  tha  operation* 
Of  the  propoaed  Fedecal  inaucance  Cooaiaaioii.      In  addition,   there 
ia  a  alx-year  tam  of  otfica  for  each  of  the  three  conaisslooeia, 
but  no  nantlon  la  Bade  in  tha  bill  of  how  a  comlBsionsr  could  be 
raaoved  froa  office  for  poor  nanagonent  or  bad  judgenent. 

In  euBBary,    can  anyone  sarloualy  doubt  that  economic  regulation 
would  not   Increaae  given  tha  extent  of  tha  pcMera  granted  to  tha 
Fedecal  loeurance  Cooaiaslon  and  the  political  environmant   in  which 
they  would  be  enployed? 

Sec.   303(e] (4)    of  the  bill  contains  another  opan  endod  pober. 
This  proviaion  would  directly  unaattla  if  not  aavarely  curtail  the 
■ecurltiea  aarketa  for  publicly  held  inaureca.      it  would  additional!. 
pit  tha  proposad  Fodaral  Inauranca  Cooalaaion  directly  againat  tha 
Secnrltlas  and  Bxchange  Coaoiasion.     tmder  Section  ZOZ{c)  ,4)   I'ha 
Federal    Inaurance  Ccmniaaicn  has   the  power  to  exaalne,    audit  and 
uae    its    other  axtenaiva  raguiatory  authorities   at    its  diacretion 
with   respect  to  any   'paraon'   exerciaing   or  poaaaasing   effective 
control  of  a  federally  chartered   Insurer,     under  Section  Z02(£)    tha 
Commiasion  would  require  that  all  those  who  have  such  effective 
control  Buet   report  periodically   "in  such   fom  and   in   such  detail   ae 
the  conmiaaion  nay  prescribe.' 

Consider  the   ij^licatlona  of  these   provieione.      A   major 

t  ia   federally  chartered  would 
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hava  to  opMi  lt«*Lf  up  to  ■xauinatlon  by  y«t.  anotlwc  fadacal 
rsgulatoiy  body  and  to  iaaiM  parlodlc  report*  on  thalr  omMElblp. 
But  tliia  would  not  be  limited  to  corporatlDnai    it  would  ostenaUily 
apply  to  Individual  Invaatora,    trusts,   penaion  tnnda  and  otheE  in- 
vaatoEi  Who  Huiy  have  effective  control  of  a  federally  chartered 
insurer.     The  term  'effective  control'   incidentally  is  not  defined 
in  thrs   legislation.      It  could  ba   interpreted  to  include  situations 
where   10%  or  more  of  an    insurers   stock  waa  held  by  one  peraon  or 
organiEatlon    (The  SEC  atandard  for  disclosure)    or  even  less  than 
lOX  if  auch  stock  had  very  wide  distribution. 

The  likelihood  of  double  regulation  of  controlling  intereati 
and  securities  by  the  SBC  and  the  Federal  Insurance  Caaiission  would 
undouMadly  unsettle  the  market  for   insurance  equities  and  Make  than 
less  attractive  to  investors.      It  could  in  fact  lead  to  a   r«duction 
in  security  prices  and  to  ris<c  capital  available  to  insurers,   as 
well  aa   increased  regulation. 

nie  effecta  would  be  the  direct  antithesis  of  the  very  objectives 
sought  by  this  legislation. 

The  legislation  could  h*ve  serious   implications  aa  regarda 
inaurance  availability.     The  Coer-ission  ia  provided  authority  to 
prevent  certain  alien  insurers  froa:  transacting  business  anywhere  in 
the  U.S.,   unless  such  insurers  have  previously  sought  a   federal 
charter.      It  is  odd  that   legislation  be  contaaplatsd  to  curtail  the 
insurance  market  when  all   indications  are  that  the  inBDrance 
publics  require  broader  Barkats  than  have  ever  sxistad. 

In  order  to  eatlmate  how  masaive  and  conplsx  a    federal 
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lOBurmiic*  buraaucraey  would  bacooM  we  hava  tmtativcly  idantifiad 
tba  Major  organisational  conponants  which  would  b«  raquirad  at  a 
■iniaiM  to  managa  it*  raaponaibilitlaa.     Ihla  Hating  of  organiaa- 
tiwtal  and  functional  conponanta  waa  aatabliahad  with  tha  undar- 
•tandlng  tbat  tha  Padaral  Inauranca  Conniaaion  wouldi 

1.  Bava  raaponaihilitiaa    in  pirt  aqual  to  the  FDIC    (bank   in~ 
aolvwicy)   and  tha  Coaiptrollar  of  tha  Cuxraney   n>ank 
chartarlng  oparating  ragulationa) 

2.  incloda  all  prograna  and  reapooalbilitlaa  of  tha  praaant 
Fadaral  Inauranca  Adniniatration  in  HUD 

3.  Oparata  aa  an  Indapandant  and  aalf  aufficiant  Padaral 
Agancy  aa  outlinad  in  Titla  I,    Saction  lOKcl. 

4.  Stibatantlally  decantrallza  its  line  oparating  paraonnal 
Into  tha  field  to  covar  tha  tan  federal  ragiona. 

nia  following  are  poaatble  organizational  conponenta  Which  would 
likaly  ba  necaaaary  in  the  propoaed  Fadaral  Inauranca  Commiaalon 
undar  S.    1710    (*Danotaa  poaalble  field  decentralization). 

1.  Office  of  tha  Copnlaaloner    (Imediate  ataff /Executive 
Secretariate) 

2.  Advlaory  cooaittea/ovar eight  connlttaaa 

3.  General  Counsel 

(chartering,    rule  making /legislation,    liquidation,    federa 
state  regulation,    appaala) 

4.  Budget  and  Finance    (aaaet  nanagenent) 

5.  Controller/Trea surer    (accounting,    control! 

6.  Kanagenent   and  Data   aystana    (parforaanca  nonltorlng,    aarlv 
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w>rnln9  systaD,    managamant:  Infomatlon,    progrsMlng, 

data  BtDcage) 
7.      Parsonnel    (amplaynant.    training,    caravr  devalc^oant, 

enployBB  Bafaty,    upward  ntAility) 
B.     Admlniatrativ*  support    Iprocurment,   apaca,    contracting, 

traval.    aacurity  library,   adMlniatrstlve  law  judgaa,  Iiaaring 

9.      Reaaarch  diviBion:    chiaf   aconoaiat,    Btandarda  davalaFBeiit, 
ragulstocy  and  policy  analysla,    program  davalopnant  and 
avatuation.    corpocata  planning 

•  10.     piviaion  of  corporats  Audita  and  Bxamlnations 

•  11.     oEEica  of  Policyholdar  and  conaunar  Affalra 
'   12.      Inapactor  Oanarals  Office   (InvastigatlonB) 

'   13.      Intargovarnnantal  OparatlonB    (atata  lialaon.    International) 
'   14.     Division  of  inaucanca  ragulation  and  Buparvialoos 

-  corporata  cagulatlon      -   invaatoiaot   and  raaarve  managaDsnt 

-  mergar  acquisition         -  conpllance  cartlficatloD 

-  anforcaBSnt  -  non-lnaurance  function*  -  chartering 
(aolvency 

(dlacclminatioQ 
(conBumer  laws 

15.  Bureau  of  Competition 

16.  £iu8 

All  organizational  components  and  personnel  of  the  Federal 


-  Flood  inaurance 

-  riot  relneurance/FAIR 

-  analytical,   management  and  support  fi 
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pcrspactlve  one  can  estimate  the  potwitlal   size  of  the 
Coiailaalan  by  conparlng    it  to  the  FDIC,   aftar 
Which  it  was  patternsd  in  part,    the  Federal  Inauranca  AdmLniatratlon 
wbich  it  would  absorb  and  tha  ConptroLlar  of  the  Curr'-ncy  function 
wtiicti  conducts  parallal  and  axtanaive  exaninat lona  of  f*d«rally 
chartered  banks.      It  is  not  iMprobable  that  a  Federal  Insuranc* 
Cosnission  once  fully  oparaticMtal  would  eMploy  aBveral  thousand 
eaployees  both  in  Mashington  and  the  field  with  an  operating  bi.dget 
that  could  easily  exceed  100  million  dollars,     one  need  only  observ; 
that  I 

atato   inauranco  Dapartmsnta   currently  eiiploy  an  aatimated    54"-' 

personnel  with  an  operating  budget  estimated  to  exce-4 
$136.5  Dllllon. 

. . .The  operating  budgat  of  the  Federal  Deposit  Inaurance 
Corporation  alone  for  1976  was     107  million  dollars  with 
353S  total  snployees,   of  which  70  parcmat  were  located  in 
tha   field.      The  FDIC  waa   rasponalbl*   for  auperviaing  6979 
coanarcial  and  mutual  aavinga  banka,    with  aaaats  of   $335.3 
billion,    according  to  thair  1976  Annual  Report. 

...The  Comptroller  of  the  Currency  haa   ufMarda   of   3000  employess 
with  and  operating  budget  in  exceaa  of  $68  million     and  la 
rasponsible  for  examining  4600  national  and  District  of 
Columbia  banka. 

...Tha  Federal   Insurance  Administration  has  298  employees  and 
an  annual  operating  budget  of    more  than  $**  6  Billion. 
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To  what  axtant  would  doplleat*  and/or  parallal  itata  and  I*d«ral 
ragulatory  Byataaa  raqulra  an  Incrasaa  in  papac  vork?     Lat'a  ecnalder 
for  a  MOBsnt  choae  araaa  Vhara  aaparata  and  diffarant  raporta  would 
oatsnalbly  b*  caquirad  by  both  atate  and  fadaral  rogulatora.     ni« 
ov«rlap  would  ba  aoctanaiv*  tor  tboaa  conpaniaa  with  atata  chartara 
who  join  tha  tadaral  guarantaa  prograa. 

1.  Overall  raporta  on  financial  ccndltion,    invaatsanta,    claim 
raaarvaa,    oparationa. 

2.  Early  warning  ayatama   In  oparation  at  both  tha  state  and 
fadacal  laval. 

3.  Probable  apacial  reports  on  insurance  a-nllability  and 
affordability  that  could   include  closed  clalaa  atudLas. 

4.  Reports  on  rate  adequacy  to  aset  Minivm  ceaerva   raqulraoierita. 

5.  Rsporta  oo  rating  and  class Ification  practices  to  aonitor 
potMitial  discriminatloa. 

It  la   iostrnotlva  to  analyaa  tha  iaplications  of  thla  concern 
for  duplicate  and  parallal  reporting.     Section  lOTtb)   of  •ha  bi.'... 
authorlias  the  Federel  Insurance  Cniisston  to  establlHh  'an  ee>f.i 
warning  ayataa.'     Purthar,    it  states  that  *In  order  to  render 
possible  coaparison  and  thus  sake  available  broad  financial  and 
statistical  data,    any  such    'early  warning  systea'   aay  include  toth 
federally  guaranteed   Insurera  and  othar   Inaurara."    ( Bqphasis  added) 
Tha  phrase   'and  othar  inaurara*  clearly  glvea  the  Federal  Inauranca 
ComaiBaion  tha  authority  to  require  raports,   data,   etc.    from  all 
inaurara  avan  though  thsy  aay  be  state  diartared  and  do  not  parti-ipatQ 
Id  the  fflderal  guarantee  fund. 
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ni*  goal*  of  insurancB  ragulatiou  iMca  atatad  in  1960  by  the 
mc  to  ba: 

1.  'Mat  Isauranca  covacagaa  daaitad  by  tlw  public  ahould  ba 
QaoaEally  availabla  to  tha  public  from  licaoaad  iiiauraeat 

2.  tbm  coat  of  aucta  InaucBnca  covaragaa  to  tha  public  ahould 
ba  Eaaaonabla  aDd  not  axtaoaivai 

3.  That  tha  aolvency  of  insniaca  ataouU  ba  MaiAtaload  in  tha 
Intaraat  and  for  tha  coatinnad  protactioA  of  thair  pollcyholdarai 

4.  That  aaCh  inaurad  ahouLd  b*ar  ttla  fate  abara  of  InaoEanca 

Aa  avidanca  of  thair  dtucability,  thaaa  prlnciplaa  ara  juat  aa 
valid  today  aa  thay  waca  in  1960.  Slaply  atatad.  th*aa  goala  a«afc 
to  ■alDtalQ  a  viabla  inauEaoca  aaiicat  In  lAiteh  conatBara  aay  aacor* 
thair  inauraoca  oaada  at  raaaonabla  coata.    In  a  ceapatitivo 


Tha  aaana  of  achiaving  thaaa  goala,  howavax,   ara  nacaaaarily 
ca^>laz.     mille  aac^  of  thaaa  Objactivaa  ara  not  nacaaaarily 
■utuBlly  ucluaiva,   thay  do  coofllct,   to  aoaa  dagraa.     for 
Inatanca.    It  would  ba  aiapla  to  Inauia  that   ■■olvwicy  of  inaurara 
ahould  ba  Mintainod-  by  raqalring  that  BiniNB  inauranca  rataa  ba 
paggad  to  aaat  tha  naada  of  tha  laaat  afficlaat   inBurara.     But, 
thia  would  unqueationably  laad  to  axcaaaive  inauranca  pricaa. 

Tha  true  aaaauz*  of  tha  afficlancy  of  inauranca  ragulation 
ia  not  bow  wall  each  of  tha  above  aantioned  objactivaa  la  reached 
by  and  of  Itaalf,  but  how  wall  they  are  balanced   in  tha  actual 
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world.  In  tba  racant  paat.  in  ■  faw  statas,  tht  ragulatioo 
of  inaurancfl  liaa  baao  politlciaad  through  tha  alapla  ■aehanlaa 
of  pravanting  adaquata  rata  lavala.  Mhila  tbla  aay  bava  taaporar- 
ily  provldad  conauBara  with  "baryaln  fsica'  Inauraiicai  in  thoaa 
atataa  tAara  thia  baa  oceurrad  tha  aazkat  haa  bacoaa  anatabla, 
raanlting  in  a  aarioua  availability  criaia.  Thua.  thaaa  ahort- 
run,  ta^nrary  conauMr  advantagaa  ara  quickly  loat  and.  In  tha 
long  run     tha  inauranca  piAlic  la  111-aarvad  by  aucb  ahort-aightad 

It  ia  obvlou*  that  to  aehiava  good,   balaacad  inauranca  ragu- 
lation,    tha  raaponaibility  tor  achiaving  tlia  ragulatory  aada     cannoft 
ba  'aplit  batman  coipatlng  aovaralgna.* 

yat,   thia  ia  axactly  what  8.    1710  would  do.     It  would  craata, 
within  tha  fadaral  aatabliataaant-   a   fadaral  govanuant  authority 
iriilCh  will  coopota  and  ahara  with  atata  govarnaaot  tha  raaponaibility 
to  ragulate  tha  inauranca  buainaaa, 

S.    1710  goaa  conaldarably  bayood  Ita  atatad  objactivaa  -  to 
authorixa  tha  iaanance  of  fadaral  Chartara  to  inauranca  coapaniaa 
and  to  aatabliah  'altarnata  fadaral  Ijiauranca  guarantaa  ■aehiniaaa ■  * 
It  will  ultiaataly  totally  raallgn  and  unaattle  tha  coapatitiva 
atructuza  of  tha  inauranca  buainaaa.    laading  to  cooaidarably  ^caatar 
tarritorial  aarkat  coneantratloa  In  Kzlatanc*  today,     Tha  effact 
will  ba  laaa  conpatltlon,    laaa  aarvica  and  laaa  public  pcotac^lon. 
It  will  alao  laad  to  aore  ragulatlon,   aora  litigation,   graatar 
ur.^artalnty  and  cartalnly  iMra  papar  work. 

S.    1710  would  bring  into  baiog,   aManaive  ragulatory  changaa... 
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•erioualy  disrupting  tha  oparatloo  of  tha  exiating  stata  inaolvency 
protactltm  machanlan.      Kgaln.    tha  public  will  have   laaa   protection 
than  it  haa  today    but  will  pay  a  gcoatar  ccst  for  tha  reduced 
protect ion. 

Xdditiooally.    the  legialatlon  will  undaralne  the  aacuxlty'a 
Birket  for  publicly  held  conpaniaa,  (Arlla  Inauranea  Invaataanta 
nay  wall  becooM  highly  concentreted  in  only  the  hlghaat  quality  blue 
diip  invaatnaata . 

Piiully.    3.    1710  will  require  the  eatabllshaMnt  of  a  vaat  new 
federal  bureaocracy  at  a  time  when  the  Preaidant,  Congreaa.  bnaineaa- 
■an  and  tha  electorate  have  atade  it  clear  again  and  again  that  what 
thia  country  requires  ia  laaa  ragulation  and  a  contrastion  of  existing 
fsderal  ragnlatory  agencia*.     n>ia  ia  particularly  valid  with  reapeet  - 
to  tha  concern  for  the  prospect  of  concentrated  regulatory  power  in 
a   faw  handa   in  Waahington. 
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The  Chaibhan.  Thank  you  very  much,  Mr.  Mai&onpierre. 

Our  final  witness  is  Mr.  Arthur  C.  Mertz.  You  have  a  35-page  state- 
ment, and  if  you  could  abbreviate  it,  we  would  appreciate  it. 

Mr.  MEtrra.  I  would  be  very  happy  to  abbreviate  my  remarks,  Mr. 
Chairman. 

STATEHEHT  07  AETHTTB  C.  HEBTZ,  FSEKDEin;,  VATIOKAL 
AS80CIATI0H  OF  DrDEFEHDENT  IHSUBEBS 

Mr.  Mertz.  My  name  is  Arthur  C  Mertz,  and  I  am  president  of  the 
National  Association  of  Independent  Insurers,  NAII  for  short. 

We  are  a  voluntary  national  trade  association  of  more  than  600 
property  and  casualty  insurers  of  all  sizes.  Most  of  our  companies  are 
small  and  medium  sized. 

I  want  to  emphasize  both  our  filed  statement  and  my  testimony  to- 
day are  addressed  solely  to  the  casualty  property  lines  of  business. 

Since  our  association  was  founded  in  1^5,  the  year  the  McCarran 
Act  was  adopted,  NAII  members  have  played  a  leadins  role  in  open- 
ing and  preserving  the  channels  of  competition  under  t^e  State 
regulatory  system  created  in  response  t«  that  act. 

We  were  the  first,  incidentally,  to  support  competitive  rating  laws 
and  today  we,  like  other  segments  of  the  business,  are  seeking  the 
adoption  of  more  such  laws. 

We  believe  the  actual  effect  of  S.  1710  would  be  to  substantially  re- 
peal the  McCarran-Ferguson  Act,  under  which  the  Congress  in  1945, 
after  much  study  and  debate,  reaffirmed  that  "the  continued  regula- 
tion and  taxation  by  the  several  States  of  the  business  of  insurance 
is  in  the  public  interest." 

It  may  be  argued  that  S.  1710  does  not  really  impact  McCarran, 
because  the  decision  to  seek  Federal  charting  or  guaranty  status  is  op- 
tional. We  disagree.  A  system  which  empowers  members  of  our 
industry  to  choose  who  shall  or  who  shall  not  regulate  them,  in  such 
vital  areas  as  rates,  reserves,  investments,  and  so  on,  is  certainly  dras- 
tically different  than  is  embodied  in  the  McCarran  Act,  which  reserves 
to  Government  the  power  to  make  that  choice  of  who  regulates  whom, 
the  State  government  in  the  first  instance,  and  Congress  in  the 
last. 

In  adopting  S.  1710,  Congress  would  be  abdicating  the  ultimate 
legislative  responsibility  for  determining  who  shall  regulate  insur- 
ance and  would  vest  that  responsibility  in  the  hands  of  the  regulated. 
In  actual  effect  this  power  would  gravitate  to  a  handful  of  the  very 
large  insurance  companies. 

I  have  nothing  against  large  insurance  companies.  We  have  some 
large  members  ourselves.  Not  only  would  those  larger  companies  be 
able  to  choose  which  regulator  they  consider  advantageous  for  th^n- 
selves,  but  they  could  largely  chart  the  destinies  of  their  smaller 
com  Deti  tors. 

This  leads  to  our  second  major  reason  for  opposition ;  namely,  that 
S.  1710  could  invite  the  destruction  of  competition  by  the  elimmation 
of  many  small  insurers  from  the  market,  a  result  I  am  sure  the  spon- 
sors of  this  bill  never  intended  or  contemplated. 

For  one>  thing,  a  move  from  State  insolvency  funds  to  Federal  guar- 
anty status  by  any  significant  number  of  large  insurers  would  tnrust 
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intense  cost  burdens  and  competitive  pressures  on  the  insureis  remain- 
ing under  the  State  funds  and  exclusive  State  supervision. 

Second,  S.  1710,  as  written,  would  give  federally  chartered  insurers 
substantial  competitive  advantages  over  their  State-chartered  com- 
petitors in  the  pricing  of  insurance.  Those  who  opt  to  be  completely 
exempted  from  every  State  regulatorjf  control  over  rates,  could  raise 
or  lower  or  manipulate  their  prices  virtually  at  will,  and  they  could 
thereby  outmaneuver  their  State-chartered  competitors  at  every  turn. 

Today  the  multistate  large  companies  already  enjoy  many  natural 
advantages  over  their  smaller  more  localized  competitors.  But  at  least 
all  companies  have  to  play  under  the  same  set  of  rules,  standards,  pro- 
cedures, and  codes. 

Equally  important  is  the  fact  that  small  companies  today  are  as- 
sured of  contmued  availability  of  the  composite  statistical  data  and 
the  filed  rates  and  supporting  data  of  all  companies,  including  the 
very  large  companies,  whose  experience  is  needed  to  provide  a  proper 
basis  for  meaningful  trend  indicators  for  the  future. 

This  bill  would  permit  the  larger  insurers  to  escape  all  of  those 
requirements,  including  the  filing  and  review  of  rates  and  the  fur- 
nishing of  data.  This  would  make  the  present  competitive  struggle  far 
more  difficult,  perhaps  impossible  for  scores  of  smaller  companies. 
They  would  be  unable  to  price  their  insurance  competitively  and  prof- 
itably and  this  would  be  true  whether  or  not  they  themselves  opted 
for  Federal  chartering. 

If  they  did  opt  for  Federal  chartering,  not  because  they  wanted  to, 
but  because  they  were  pressured  into  doing  it,  they  would  thereby  sub- 
ject themselves  fully  to  the  Federal  antitrust  laws,  and  would  have 
added  to  the  already  severe  problems  I  have  just  indicated,  where  they 
would  lack  credible  data,  they  would  have  added  to  those  problems 
the  constant  fear  that  any  parallelism  or  tracking  of  the  rates  and  rate 
changes  of  their  competitors  and  any  cooperative  action  in  the  use  of 
advisory  services  for  trending  rates  to  the  future,  however  necessary 
they  were  to  them,  could  invite  Justice  Department  action  or  private 
treble  damage  suits,  or  both. 

I  must  say  we  are  not  reassured  by  what  the  Department  of  Justice 
has  had  to  say  on  this  point.  They  indicated  they  have  not  studied  in 
depth  the  impact  of  this  bill  on  small  insurers. 

I  want  to  assure  you  we  have,  and  we  are  gravely  concerned  about 
that  impact. 

In  sum,  in  our  view  this  bill  would  operate  as  an  anti-small-business, 
pn>-l)ig-busine8s  measure,  even  though  again  I  am  sure  it  was  not  so 
intended. 

Our  next  objection  is  that  S.  1710  would  deprive  consumers  of  many 
vital  regulatory  safeguards  and  rights  and  remedies  which  they  now 
enjoy  under  State  law.  It  would  give  the  federally  chartered  insurers 
complete  freedom  to  raise  or  lower  rates  at  will. 

Now  the  prospect  of  totally  unregulated  priciner  freedom — I  am  not 
talking  about  "open  competition"  rating  as  in  California,  because  t^ere 
are  standards  there-,  and  there  are  procedures  there — the  prospect  of 
totally  unregulated  pricine  freedom,  subject  only  to  the  broEid  con- 
straints of  antitrust,  is  obviously  an  attractive  one  to  any  business 
entrepreneur.  But  sound  judgment  tells  us  that  this  theoretical  utopia 
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is  simply  not  realistically  attainable  in  our  business.  It  does  not  fit 
OUT  business.  And  it  never  fit  our  business. 

Congress,  in  1945,  concluded  it  did  not  fit  our  business.  The  most 
we  believe  we  can  reasonably  ask  for  in  the  way  of  regulatory  systems 
are  those  which  eliminate  burdensome  prior  approval  procedures,  but 
still  require  all  rates  and  rate  changes  to  satis^  rating  standards  of 
adequacy,  n<»iexcessiTeness  and  nondiscrimination.  That  is  in  a  nut- 
shell what  the  "open  competition"  rating  law  does.  It  is  not  unre- 
stricted competition,  it  is  competition  subject  to  the  regulatory 
standards. 

At  the  present  time  technically  trained  officials  in  every  State  are 
monitoring  the  entire  property  casualty  pricing  picture  on  the  con- 
sumers behalf,  under  specinc  standards.  We  seriously  question  whether 
consumers,  or  legislators  in  their  behalf,  would  be  satisfied  for  very 
long  to  lose  those  safeguards  and  that  monitoring. 

We  believe  the  advrait  of  sizable  rate  increases  by  any  large  insurers 
choosing  the  Federal  chartering  route  under  S.  1710  would  soon  give 
rise  to  heated  demands  for  imposition  of  stringent  rate  control  by 
the  Federal  Govemmmt. 

This  is  one  of  the  forms  of  bureaucracy  we  and  I  think  others  have 
indicated  we  are  concerned  about. 

Tha  Staites  also  now  are  m<mitonng  many  many  other  areas  be^dee 
rates.  Commissioner  Stone  just  indicated  that  in  his  department  they 
process  10,000  consumer  complaints,  presumably  in  all  lines  of  insur- 
ance, annually.  Who,  wo  might  ask,  under  S.  1710,  is  going  to  monitor 
the  omsumer  conu>laint9  for  federally  chartered  insurers,  unless  you 
set  up  (me  heck  of  a  big  staff  and  bureaucracy  to  do  it  And  Commis- 
sioner Stone's  figures  are  just  for  Massachusetts. 

There  are  many  other  ways  in  wQiich  this  bill  will  in  our  opinion 
lessen  overall  regulatory  effectiveness  and  operate  to  the  disadvantage 
rather  than  the  benefit  of  the  consumer. 

We  enumerate  them  on  pages  13  to  22  of  our  statement.  That  is, 
the  regulatory  responsibility  would  be  divided  and  diffused,  there 
would  be  duplication,  overlapping,  there  are  many  areas  where  there 
are  uncertainties,  and  certainly  tflie  grant  of  power  to  the  Federal 
Insurance  Commission  is  in  many  instances  so  broad  as  to  permit 
r^nilati<m  by  fiat. 

The  remainder  of  our  statement  is  devoted  to  the  reastMis  why  we 
do  not  believe  a  case  has  been  made  for  Federal  involvement  by 
S.  1710,  and  why  we  believe  the  case  for  continued  State  supervisiwi 
of  our  business  is  strcmger  than  it  ever  was. 

We  also  point  out  that  we  believe  that  the  banking  r^julatory  system 
which  has  been  cited  as  a  precedent  for  S.  1710  is  neither  an  appro- 
priate example  for  comparative  purposes  by  the  nature  and  makeup 
and  function  of  the  business,  nor  is  it  a  convincing  example,  because 
there  are  apparently  problems  in  tihat  field  which  indicate  the  solutions 
have  not  all  been  worked  out. 

Second,  we  do  not  believe  that  the  insolvency  problem  for  property 
and  oasualty  insurance  currently  or  over  the  last  several  years  is  of 
sufficient  proportions  to  warrant  the  imposition  of  a  huge  Federal 
guarantee  fund  and  the  accompanying  regulatory  system  that  must 
go  with  it  on  t<^  of  the  State  syatem. 
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I  believe  this  point  has  been  pretty  well  disciissed  by  ^e  distin- 
f^ished  OommissKmere  who  were  here.  I  would  just  add  wie  footnote. 
That  is,  since  the  GEICO  saga  has  been  mwitioned  several  tamee,  wfl 
certainly  dont  see  how  it  can  be  used,  properly  used,  as  any  evidence 
for  support  of  the  bill.  We  think  it  is  a  rather  overwhelming  success 
story  as  to  how  well  the  present  State  system  does  work  and  can  wort 

We  finally  show  in  our  statement  how  over  the  past  three  decades 
the  States  have  overwhelmingly  resptmded  to  the  coogreeeional  intwit 
of  the  McCarraJi  Act,  and  have  developed  a  regulatory  system  which 
premotes  competition  and  solvency,  fosters  innovaticm,  and  assures 
an  constantly  expanding  market  capacity,  all  in  the  public  interest. 

While  tihat  system  is  not  perfect,  it  is  constantly  being  improved,  and 
the  improvunents  in  recent  years  have  been  dramatic,  eqwciallj  in 
areas  of  examinations  and  solvency  surveillance. 

Certainly  our  business,  like  others,  faces  a  lot  of  problMns.  Most  of 
them  stem  from  soiraling  inflatiwi  and  the  cort  of  the  ingredients 
which  go  into  liability  and  property  insurance  losses. 

We  appreciate  the  concern  expressed  by  the  sponsors  of  S.  1710  and 
by  various  members  of  this  ocwnmittee  over  those  problems.  But  we 
submit  that  S.  1710  will  do  nothing  toward  solving  those  problems.  Con- 
vsreely,  in  the  ways  we  have  indicated  in  our  statement,  it  will  sub- 
stantially add  to  the  operatitmal  costs  of  the  insurance  system,  and 
the  regulatory  process,  and  would,  by  creating  confusion  over  lines  of 
remonsibility,  undermine  the  effectiveness  of  that  process. 

We  therefore  respectfully  ui^e  this  distinguiaied  CMnmittee  not 
to  9xi  favorably  uptm  this  measure. 

Thank  you. 

[The  complete  statement  of  Mr.  Merta  follows :] 
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-  or 

the  national  association  of  indzpendeot'  insurers 

be:fore  the  senate  banking, 

housing  and  urban  affairs  committee 

IN  RE:    S-1710 


The  NaticHAl  Aaiociation  of  Independent  Iniurera  ia  appreciative  of  this 
eppcirtunlty  to  preient  it*  viewi  aa  the  subject  ol  federal  chartering  and 
refutation  ol  iniurance  companiea  aa  embodied  in  S-ITIO. 

NAU  ii  a  voluntary  national  trad*  aaaoclation  of  more  than  600  iniurera.  • 
Our  organication  providaa  a  repreaentative  croBB-acction  o£.the  caaualty  and 
Ore  Inautance  buitiiesB  in  Ainertca.     Our  membora  raDgs  in  aixe  from  the 
•ma  Heat  one- state  companies  to  th*  very  largest  national  writers:    they  compriie 
bed)  stock  and  non-atock  corporations  and  reflect  all.fonn*  of  marchandising  — 
independent  agency,  catclus We  agency,  and  direct  writers.     They,  include  insurers 
serving  a  general  market  and  thoae  that  spocialico  in  a ervlog- particular 
eonnuner  groups  such  a*  larmera,  teachera,  government  employees,  military 
personnel,  and  trackers 

Since  its  founding  in  IMS,  NAU  has  been  dediceled  to  fostering  hesHhy 
competition  in  rates,  coverages  and  service*  under  sound  slato  regulation. 
The  Association  has  played  a  IcBdlng  role  in  broadening  the-channels  of  competition 
under  the  state  casually /property  regulatory  laws  in  &t  post-McCarran  Act  period. 


•403  member*  and  204  s 
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■ad  it*  i:ienlber  eomp«nla»  Itavs  provided  •  major  shara  of  Aa  rate  conpe- 
titian  and  product  and  marketiiig  iiinovationi  uodet  flioao  lawa. 

The  record  ol  more  tiian  SO  yeara  of  healfliy  competltioii  and  continued 
growtti  by  our  induatry  onder  atat*  re|ulatlon  dictate*  that  we  muat  oppoaa    - 
any  nnwarruitad  federal  ImtervvntiaD  to  the  regulatioB  of  inaorance,  auefa 
aa  Aat  propoied  by  S-I7I0. 

Our  principal  rcaaona  for  that  poaltiDu  are: 

(1)  S-ITIO  in  actual  effect  will  aubaturtlaUy  repeal  the  McCarran- 
Ferfuaon  Act  and  eatabUah  a  dual  ayatera  of  regulation  in  iriiich 
Tttal  legialattve  reaponaibilitiea  are  abdicated  into  private  tiandi. 

(Z)    S-1710  win  not  promote  competition  but  will  invite  tti«  deatruction 
of  competition  in  the  iniurance  builneaa  through  olimlnation  of 
many  email  builneai  enterprlaea. 

(3)  S-17ia  will  deprive  conaiiinera  of  many  vital  regulatory  aafeguarda, 
righta  and  remedie*  they  now  enjoy  under  atute  law.,  and  will  weaken 

Overall  regulatory  clfectiveneBi. 

(4)  The  ayatem  created  by  S-lTlO  will  be  unduly  natly,  waeteful 
and  inefficient. 

(5)  The  banking  regulatory  ayatem  which  haa  been  cited  aa  a  preceilent 
lor  S-1T10  provide*  an  inappropriate  and  unconvincing  example. 
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I    Biactroent  of  S-ltlO  i*  unnecdvd  and  unwarraBtad  bacauaa  flis 

■tata  tnanranca  cagulatory  ■yaUma  hava  proven  fuUy  ceapoa- 

aiva  to  flie  public  needa  by  promotinB  competttion  and  aolvancy, 

foatering  product  dovelopment  and  innovation,  and  aaauring 

a  constantly  expanding  roarkat  capacity  In  the  Iniurance  buai- 

neaa,  wliUe  the  atate  Inaolvency  guaranty  funda  obviate  any- 

necd  (or  a  federal  fund. 

In  actual  effect  will  aubatantiaUy  repeal  the  McCarran-Ferguaon 
tatabliah  a  dual  ayatem  of  reE"lPtlon  in  which  vital  lenialattve  reapon- 


afeilitiea  are  abdicated 


'"'°  P'*' 


The  actual  effect  of  5-1710  willbe  to  rewrite  and  aubstanttally  repeal  the 
UcCarran-Fargucon  ActlP.L.   IS,  T9th  Cong. )  under  nMch  the  Congraaa  In 
1945  after  inuch<atudy  and  debate  reaffirmed  that  "the  coatiQiiad  regidation  and 
taxatloo  by  the  aeveral  atatea  of  die  buaineaa  of  Inaurwice  ia  in-tha  public 
Istoreat",     Amaaingly,  S-1710  cootaina  abaolutely  no  reference  to-that  monu- 
mental atatute  under  which  "Congreaa  baa  poaited  a  regime  of  atate 

1 
regulatioQ "in  tha.worda  of  the  U.  S.  SBpreme  Court. 

Both  the  text  Bad  the  hiatory  of  the  McCatran  Act. denote  a  atrongl^ 
manifeated  Congreaaional  Intent  that  no  future  federal  Inroada  were  to  be  made 
apon  atate  regulatory  juriadiction  by  implication  or  by  inadvertenc*.     Any  move 
by  Congreaa  to  take  back  any  of  flie  regulatory  prerogativea  It  raaffiTmed  to  the 
•tatea  under  the  McCatran  Act  muat  tiierefore  ba  both  atudlad  and  explicit, 

1.      Slate  Board  of  Inauranee  v.  Todd  Shipyarda  Co.  (19^2)  370  U.  5.  451. 
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and,  we  boliinrs,  founded  only  dpon  •  clearcut  finding  th»t  In  aome  way  111* 
■tatas  by  falling  to  "regalate"  oar  builnet*  limTO  violatod  the  ttvtt  repoied 
In  them  under  the  Act, 

As  will  be  pointed  out  later  in  this  itatement.  no  auch  finding  would 
be  poaaible.     Indeed,  Hit  eaae  for  continuation  ot  atate  regulatory  Juiladictian 
over  our  buatneai  1b  immeaauTably  stronger  today  than  it  waa  33  yeara  ago. 

It  may  be  arguwl  that  S-1710  doea  not  really  impact  the  McCarran  Act 
became  the  decialon  to  go  the  faderal  route  ia  "optional"  with  the  Inaurance 
companiei  fliemaelvea.     We  diaagree.     A  ayatem  which  enipowera  membera 
of  OUT  Indnatry  to  chooae  who  ahall  and  shall  not  regulate  them  in  auch  vital 
areas  as  rates,  reaervea  and  Inveitments  ia  certainly  a  drastically  different 
one  than  ia  embodied  in  the  McCarran  Act,  irtiich  clearly  reserved  to  govern- 
ment the  power  to  make  that  choice  -'  atate  government  in  the  flrat  analysia 
and  Congress  in  the  last.       In  adopting  S-1710  Congress  would  abdicate 
tiie  ultimate  legislative  reaponaiblUty  and  auttiority  tor  determining  wtio  ahall 
CDgulate  insurance,  and  would  vest  it  in  the  hands  of  the  regulated. 

In  actual  eHeet,  as  ¥rill  be  more  fully  demonstrated,  flils  pivotal  decision- 
making power  would  gravitate  to  a  handful  of  Oie  very  largest  insurance  companies. 
Not  only  would  diey  be  able  to  choose  which  regulatory  arena  they  consider 
advantageous  (or  fliemaelves,  but  by  flteir  decisions  &cy  could  very  largely  chart  the 
courses  and  dictate  the  deatiniea  of  their  amaller  competitora. 
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B  M9tai»  dear  tiiat  8-lTlO  voald  inbiUntially  repeal  flie  McCBiraii- 
rarguaaa  Act  and  labatiliile  ■  rarftcallr  dlfTerant  lyitem  of  regulation  ttui 
Aat  Act  contemplated.    It  teema  cijuelly  clear  that  the  dual  •yatem  aought 
lobe  aubititoted  i*  lo  fraught  witti  defect!,  denclencle*  and  dangere  that  it 
•boold  not  be  given  lerioui  coniideration  by  the  Cmigraaa, 

121   S-1710  will  not  promote  eompetltton  but  will  Invite  the  deatrucHon  of  con 
petition  in  the  Iniurance  buiineii  threugh  elimination  of  many  amall  buainca! 


In  our  considered  Judgment,  the  ultimate  effect  of  S-ITIO  would  not 
be  to  increaie  ccnpetltlon  (as  1*  perhaps  IMcnded),  but  to  Invite  the  destruction 
Of  competition  by  Qie  elimination  of  many  small  Iniorance  companies  from  the 

Aa  wHttan,  S-171D  may  be  well  auited  to  Ac  operations,  needs  and 
wlshe*  of  certain  very  large  insurer*  wiOi  countrywide  operations.  What  it 
Ignore!  i*  Ae  total  structure  of  Oie  property /casualty  insurance  industry  snd 
ttw  vital  role  that  small  and  mediara>*lced  companies  play  in  it.  These  many 
bnndreds  ot  companies  provide  much  of  flie  basic  competition  that  generates 
reasonable  and  stable  prices  and  new  products.  They  are  a  key  part  of  the 
Insurance  economy. 

Under  S-ITID  the  only  real  "freedom  ot  choice"  would  repose  with 
flie  large  insurers.    Their  decisions  --  both  as  to  the  regulatory  arena  they 
consider  advantageous  and  aa  to  their  future  rating  and  market  pr&ctlcei  -- 
would  largely  determine  the  ultimate  destinies  of  thcit  sm&Uet  competitors. 
Some  ways  in  which  this  could  come  about  Include  the  tollowiog: 
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Fllst.  a  mora  from  itita.  latoIvaDcy  fundi  to  fadaral  fuwanty  •tetui 
bf  any  ligBiflcant  tMobtr  of  larg*  inaurari  woold  thriut  lnt«a««  coat  bonlaoa 
•Bd  competitive  ptaaiura*  on  the  Inaurara  ratnatning  luidsr  ttia  atata  lUnda  and 
■xclniLva  itats  aupsrviaion. 

If,  foi  axample,  just  the  top  twenty  companiea  in  flie  property/caiuUty 
inaurance  baalaeii  ahould  chooao  federal  chartering  or  federal  guaranty  pro- 
tection. It  *ouId  ciuie  flie  itate  guaranty  fundi  to  loae  over  50  percent  of 
their  premium  baae  for  aaaaaamonti  for  loaae*  and  expenaea.    Thia  and 
other  factora  would  greatly  tncreaaa  the  burdcna  and  prexuraa  on  the 
Inaoreia  remaining  under  the  etate  funda. 

Additional  alrong  preaaurei  would  be  created  if  federally  guaranteed 
inaurera  began  to  advertlae  that  fact  much  the  aame  way  banka  preaently 
advartiaa  ttiey  are  Inaured  by  FDIC.    Membera  of  atate  guaranty  funda  are 
Dot  allowed  a  siiollar  privilege.    This  would  give  federally  guaranteed 
corapaniea  a  aignlficant  competitive  advantage. 

That  advantage  would  be  further  enhanced  if  lending  Inatitutiona 
required  inaurera  of  property  under  mortgage  to  be  federally  iDauced,  or 
If  any  form  oi  preferred  treatment  were  given  to  federally  guaranteed  inaurera 
by  aach  lending  inatitutiona  or  by  anyone  Involved  in  the  Inanranca  marketing 
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SeeoaSlj,  8-I7I0  •■  written  would  five  federally  chertered  Iniureri 
•vbataMUl  competitive  advuitafei  over  their  Mate  chartered  competltorE 
la  file  pricing  of  iDBurance.    WIOi  Darrow  exception!,     federally  chartered 
Inenreri  wonld  be  exempted  from  every  state  rate  regulatory  control.     They 
could  raiie  or  lower  or  manipulate  their  pricea  at  will,  lo  long  ai  they 
obierved  the  very  general  boundary  linei  aet  by  the  federal  anlttruil  law* 
teaientially,  avoidance  of  action  In  concert)  and  by  the  anti- discrimination 
provlalooa  contained  In  S-ITIO  itielf. 

A  boat  of  opportunitlea  would  exiat  for  federally  chartered  inaurer*  to 
esplolt  market  and  pricing  opportunltieB  and  outnnaneuver  their  itate  chartered 
competitora  at  every  turn.     Today,  large  multi-atate  companies  already  enjoy 
Diany  natural  advantage*  over  their  smaller,  more  localized  competitora  -- 
•acb  at  iheer  alae,  spread  of  risk,  technical  and  research  reaources,  etc. 
But  they  are  at  leaat  all  aubject  to  Ott  same  explicit  rating  standards, 
procedures  and  aapeTvisory  contrda.    Equally  Important,  under  the  prevatllng 
atnte  laws  and  regnlationt,  smalt  companies  are  assured  of  conTlnued  avail- 
ability of  and  access  to  Che  composite  statlatlcal  data,  (as  well  as  the  filed 
rates,  manuals  and  supporting  data)  of  all  companies,  including  the  very 
large  companis*  whose  eiqierlence  it  needed  to  provide  a  credible  basis  for 
meaningful  trend  indicators. 


The  two  exception!  of  Subsection*  ZM(a|(4)(A]  and  (B)  of  the  Act,  deaUng  with 
roaidual  market  plana  and  with  lines  of  insurance  where  competition  la  (or 
Oia  producer's  business  rather  than  the  ultimata  c 


DigiLizedbyGoOglc 


S>1T10  would  paiBolt  th«  larga  innrar*  to  •■up*  all  diai«  ra^olre* 
ment*  of  tlic  itmt*  raUaf  Iftwa  ,  iBcluding  th«  filing  and  laviav  of  rata*  and 
the  (uzniahlni  of  data.    Thi*  would  randar  tha  preaant  compaUtiv*  atrusgle  far 
mora  difficult  —  paibap*  bop*l«B*  —  for  acore*  or  huudreda  of  iinall  companiai 

It  mlfht  be  aakcdi    V1i)r  couldn't  tha  ainallar  compaBie*  lolva  flif* 
problain  by  limply  opting  for  ladiral  .    jrtering  tfaamaclve*?    If  they  did  lo 
opt,  it  would  of  courae  confirm  tha  predictiou  of  many  obiervari  that  adoptloB 
of  5-ITlO  will  ultimately  viait  full-blown  fodeial  regulation  upon  our  antire 
tuduatry. 

Thera  are  a  noinbar  of  reaaona,  though,  lAy  the  faraighted  anull 
Inaorer  vlewa  the  federal  chartering  "oi^ion"  under  S-lTlO  aa  a  anare  and 
daluaioD  rather  than  a  maanlngfal  and  practical  option. 

For  OB*  thing,  one*  the  vital  Informattoiial  aplgot  of  large  company 
experience  data  and  rate  filing  Information  haa  bean  ahut  oft  by  flie  departure 
of  a  (ignificant  number  of  flioee  companies  from  state  rate  regulatory  jurla- 
dlctioD,  tha  ability  of  many  amall  coit^anlaB  to  navlgata  ratawiaa  will  be 
irreparably  damaged.    Thia  will  ba  true  whether  or  not  a  amall  company 
ItaeU  opta  for  fadaral  chartering. 


s  noted  under  footnote  Z. 
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Actoally,  Ac  (atler*!  chkrterliig  route  will  Id  our  AiaocUtton'* 
vlaw  aetloualy  camptnnd  the  problem!  and  perlli  of  moat  irnstl  companlea 
(and  ewn  eune  large  cempanlea)  that  chooae  it.     Certain  luge  company  manage- 
menta  may  feel  tkat  t)ie  proipect  of  anfattered  pricing  freedom  vfaich  S-ITIO 
aaema  ta  offkr  at  tiia  go-In  !■  attiactiva  enough  to  outweigh  the  coat  burdene 
•ad  uncertainttaa  federal  cbarteriog  will  entail  and  the  broad  granta  of  vagualy- 
datlned  powers  It  givea  to  federal  regulatora.    (Aa  we  will  point  out  later,  we 
believe  any  frcedoma  the  Act  afforda  any  federal  cbartereea  to  ralae  prlcea 
may  turn  out  to  be  ■hort-lived.)    . 

But  tor  many  imall  and  medium- elmed  companlea  federal  chartering 
would  be  no  bargain  at  all.  even  at  the  go-In.     Deprived  of  a  broad  baie  of 
evperience  utd  rating  information  including  the  larger  companlea'  liquti  and 
lacking  a  credible  volume  of  their  own  Individual  experience,  they  will  be 
unable  to  price  their  loaurance  competitively  and  prolttably  —  whether  or  not 
they  opt  for  federal  cbarlerlag. 

But  If  they  do  chooae  that  route  and  thereby  aubject  themaalvea  fully 
to  the  federal  antttruat  lawi,  they  will  have  added  to  their  already  aevere 
problem*  flie  constant  fear  that  any  "parallellim"  or  "tracking"  of  the  rate*. 
rate  changci  aod  elaaalflcatioDa  ol  their  competitore,  and  any  cooperative  action 
In  the  uae  of  adviaory  raHng  lervlcea,  however  neceaaary  and  well -motivated, 
may  invite  Justice  Department  action  oi  private  treble  damage  auita  or  both. 
Nor  can  they  afford  the  luxury  of  high-priced  antltruat  counsel  to  guide  their 
every  atep,  as  their  large  competitori  can.    Indeed,  the  large  insurer  will 
have  proportionately  less  need  for  such  costly  counseling,  because  it  can  manage 
pretty  well  in  making  pricing  decisions  on  the  basis  of  lis  own  Individual  experience 
base  and  research  and  actuarial  renoureea. 
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b  •um,  8-1710  1*  an  uttt-inull  buaiaaitg  pro-bi|  bualuaas  nMknre 
pAre  Ukd  ain^la.    It  would  analile  m  huutful  of  very  large  lovurera  to  In- 
creaae     draatically  their  prccent  natural  advuit«g«a  over  imaller  con^etltora, 
and  ulllinately  to  aiiuaete  them  out  of  the  marhat.    Tfa«  iraallaT  compaslaa 
could  not  aurvive  prica  manipitlatioD  by  large  competiton.    They  could  not 
•upport  two  regulatory  ayatema  and  the  eoati  of  duplicativa  axamlnationa. 
They  could  not  aUord  flie  additional  Jtaff  and  expert  counseling  needed  to 
aaaure  Out  they  are  in  conataat  compliance  with  myriada  of  atate  and  federal 
law*  and  regulation*.     They  could  not  aUord  the  incraaaed  coata  oltha 
federal  guaranty  fiind  and  iti  cmcomitant  ImpalroMnt  of  their  capacity. 
They  could  not  atand  reatrlcUve  atandard*  which  will  iiditblt  tiieir  InveatmoDt 
OexIbUity.    And  they  could  not  price  Oieir  product  aoundly  without  benefit  of 
Jointly  produced  indaatry  data  Includlag  large  company  data,  and  without  the 
hlatorlc  right  given  them  under  the  McCarraa  Act  to  oaa  that  data  in  tbelr 
pricing  ao  long  at  that  uie  la  regulated  by  tbt  atate  Inaurance  departmanta . 
Thus,  many  amall  Inaurer*  would  be  forced  out  of  the  property /casualty 
iBiurance  aceue  and  a  major  lource  of  competition,  innovation  and  public 
■ervlce  would  be  dcatroyed. 


.1710  will 

1  deerive  corn 

■umara 

of  many  vital  i 

aiulatorv  i 

■afaEui 

>rdi, 

wenioy 

itate  law.  and  will 

^a  ovi 

irall 

regulatory  effective 

Ai  noted,  the  Brooke  bill  givea  federally  chartered  tnaurer*  virtually 
complete  freedom  to  ralie  or  lower  rataa  at  will,  al  long  ai  the  broad  boundary 
linei  of  Ibe  federal  antitniat  lawa  (eaaentlally,  avoidance  of  concerted  action) 
and  Ae  general  anti-dlacrlittf nation  provlilona  of  S-1710  are  not  overatepped. 
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While  di*  proipsct  of  Mtmllr  uareEulatad  pricing  freedom  I* 
<bvlou*ly  an  kttrsetiVB  ona  to  any  buainoia  BnlerpraDeut-,  lound  judgment 
UUa  ui  that  thii  theoretic^  '■ato^"     li  neither  rcaliitlcally  attainable 
or  natainablo  in  the  property/catualty  inaaiance  bualneaj.    The  moat  we 
believe  can  be  juatlfled,  achieved  and  retained  for  our  buaineaa  are  legulatory 
ayatema  vAilch  eliminate  burdeniome  prior  approval  procedure!  but  do  require 
all  ratea  and  rate  chaniea  to  aatiafy  rating  itandarda  of  adequacy,  oon- excel  alv< 
neaa  and  non-diacrlmlaatioa,  and  w4iich  r-Miuire  the  ceBulator  to  contlnuoualy 
>r  the  rating  and  competitive  picture  to  aaaure  that  Aoae  itandarda  are 


At  preient,  coniumer*  in  every  atate  can  take  comfort  in  the  fact  that 
technically -trained  public  officlala  are  monitoring  the  entire  property /caaualty 
pricing  picture  on  Ihelr  behalf,  under  atatutory  itandarda  explicitly     prohibiting 
eaceaiive  a*  well  ai  Inadequate  or  nnfalrly  dii criminatory  ratea.     They  alao 
have  geographically  doae  at  hand,  flirough  thoa*  aame  ofQciala,  a  ilmple, 
Inexpenaive  adminiatratlva  avenue  to  leck  redreii  of  any  alleged  grievance 
concerning  overcharging  or  other  improper  treatment. 

Would  conaumeri,  and  legiaUtora  on  their  behalf,   be  latiafied  to 
loie  these  apeciSc  aafegnardi  and  remedleiT     We  do  not  think  ao.     The  advent 
of  a  Bucceiaion  of  wideapread,  ilaeabis  rate  incieaaea  by  large  iniurar* 
chooelng  the  federal  chartering  route  under  S-1710  would  aoon  give  ilae  to 
heated  demandi  for  inauguration  of  atringent  rate  controla  by  the  federal 
government. 
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Both  liiBctlonallr  and  ktnieturally,  the  uMitruat  Imwi  linqilir  •>• 
not  an  tpproprlata  nuchanism  for  daallnj:  viOt  props rty/caiumlty  iasuruica 
ratemaWlng.    Tkay  ara  complataly  lacking  in  any  atandarila  or  auppoitiire 
piovliiona  daallng  with  the  aabject  of  rata  raaionablcnea*  ai  luch.     A> 
long  aa  thsri  li  no  cvldanca  at  action  la  concait  or  raitraint  of  trade 
eompaniaa  will  be  able  to  charga  enyihlng  ttw  traffic  will  bear.    Tba 
Joatlce  Department  Itaelt  haa  no  tedinlcal  or  enforcement  apparatua  for 
Inquiring  into  or  dealing  with  Hit  va*t.  highly  complex  rating  eyatent*  of 
h^indreda  of  Iniureri.     And  bow  could  that  DepartnieDt  poaaibly  proceaa  and 
act  on  the  thouaanda  of  conaumer  inquirle*  regalarly  handled  by  insurance 
departznenta  all  over  the  country,  aaking  v4iether  their  premluma  are 
"reaionable"  and  "lawful". 

Thu*,  S-ITIO  would  lOon  give  riae  to  conaumer  demand*  for 
fcderaJ  rate  legislaUon  and  the  creation  of  a  vast  addition^  federal  bureau- 
racy  on  top  of  the  huge  bureaucracy  8-1710  already  will  raqaire. 

The  prevailing  foima  of  atate  regulatory  ayiteiDa  are  baaically 
well-Buited  meebaniama  tor  promoting  competition,  protecting  all  the 
Intereita  of  the  conaumer,  and  providing  the  type  of  orderly  regulatory 
framework  for  a  highly  riaky  bualneia  like  oura,  Thoae  ayatema  permit 
regulated,  voluntary  Joint  action,  and  vlgorou*  competition  to  operate  aide 
by  aide.  The  combination  of  the  two  forcoa  promotea  baaic  continuity, 
cBidency,  innovation  and  prograaa.    It  providea  a  framework  for  com^anlea 
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<rf  all  aUei  and  incTch*BdI*Iii|  ly^temi  ol  til  typei  ta  vie  for  •  place  in 
flte  market.    While  room  cxlats  for  improvemeDt  of  Oie  rating  lawi  of 
■ome  atatea,  this  provide!  no  ground*  for  enuiculctipn  of  itate  regalatlon 
•nd  ultimata  aaparimpodtioD  of  •  huge  federal  rate  regulatory  bureaucracy. 

There  are  many  other  way*  in  ihhfch  S-lTIO.by  diffusing  and  ohfcuring 
die  praaeut  clearly-defined  Ilnea  of  iniurnnce  regulatory  reaponalbllity  and 
authority,  will  deprive  the  consumer  of  vital  categuarda  and  will  wreaken 
overall  regulatory  effectiveneaa. 

To  regulate  effectively,  ^regulatory  agency  needs  clear-cut  Jurla- 
dlctional  autiiorlty  over  not  juat  a  part  but  all  of  each  company's  operaUotia 
and  practices  which  bear  on  vital  questions  of  aoundneas  and  solvency,  and 
fairneaa,  honesty  and  reasonableness  In  dealing  wtth  the  public. 

A>  will  be  more  fully  demonstrated  later  In  this  statement,  the  state 
commiaaloners  now  do  posses*  the  power  and  responsibility  to  regulate,  and 
are  moat  comprehenaively  regulating,  every  aspect  of  casualty /property 
insurance  company  operations  and  practices. 

For  federally  chartered  insurera,  .S-ITIO  would  (as  already  noted) 
aboliah  certain  regulatory  aafeguarde  vital  to  the  conaumer.    The  remaining 
bundle  of  supervisory  responsibilities  would  in  some  cases  be  divided  up,  and  In 
oflier  eases  be  reposed  In  the  hands  of  both  the  state  commissioners  and  the 
new  Federal  Insurance  Commission       on  an  overlapping,  duplicative  basis. 
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similarly,  UfarcMlon  and  4(i|dlcatt«n  of  refslatory  jnrlidlelion  would  occur 
«■  to  (tate  cIiBrtered.bat  fadsrslly  gaarwitcedlnsuraTi.     OBiar  itate  bartered 
iBauTexa  would  appareoay  ramain  vndar  axcluiivo  atato  jorladlctioi. 

Tba  ciaay-quill  rogulatory  patchwork  0i«T«by  creatad  alntoit  deffa* 
erdarly  aaaliriia.    Jt  will  envelopa-Iha  legulatori,  tha  ragulated  and  tb* 
iniuriug  public  alllce  in  a  dasaa  fog  of  uncertaiiity  as  to  «4ko  is  rcapaniible 
and  accouutabla  lot  ufaat. 

h  tta  many  area*  of  amblfpitty  aa  to  bonndary  liiiei  of  authority. 
Soma  could  ban  whlla  lagulatoti  Sddle  ovar  who  ahould  take  tba  flrit  step: 
0ia  appropriata  stata  official  or  tha.Fedaial  laauraiica  Commitaioa. 
Ukawiaa,  In^raaa  of  duplicative  or  overlapping  authority,  both  levali  of 
regolatory  officialdom  may  again  hold  back  and  wait  for  the  other  to  move, 
eapacially  in  a  "hot  potato"  type  iltuatioo.    Or,  if  both  do  aaiert  jurisdiction, 
the  reauU  wiU  be  waateiol  duplicatloB  of  efforts,  or  even  worie,  the  Impoaitlon 
of  Ineoneiftant  or  conflicting  mandatea  or  atandarda  on  tiie  peraon  or  company 
cagalated.    The  end  reanll  cooH  have  a  atnltUying,  paralysing  effect  on  Sie 
vlMla  regulatory  procaaa.    The  coniomlng  public  atandi  to  loie  the  moat 
«lMn  tUa  oecura. 

n  created  by  S-1710  will  be  andulr  eoatly.  waalaful  and 

Foe  tta  reaaana  Jaat  cited  plua  other  attributea  of  flie  maaanre,  ttie 
ayaten  S-1710  would  create  wtU  be  unduly  coatiy,  waatalul,  and  Inefficient. 
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A  cemptete  Ust  ot  even  the  readily  dtacerniUs  laiteacei  of 
dojiUcatlve  feature*,  m^uitlfiBbly  coatly  jreqolEenwnta,  ambiguous  pro- 
riaiona.  and  ether  usdeitrable  featuroa  would  indeed  be  a  long  one.     Here 
la  a  partial  auinmary  of  thoae  we  have  obienred  in  our  reading  of  the  biUi 

Juet  CO  Om  &ce  of  the  bill  wlHicut  attempting  to  foretell  what  regula- 
tiOBs  might  be  eziMcted  from  the  Federal  Inauraace  Commiasioa,  we  lee  at  leaat 
the  following  vital  area*  of  regulation  of  federally  chartered  compaalea  aa  dapU- 
cative  or  confUcting  at  the  atate  and  federal  levels    Dlacrlminatioa  ataudardi; 
aotvency  ataiidardi  and  liquidation  lava;  linandal  reporta,  company  examlna- 
liona;  hclding  company  acttvltiei;  and  margeri  and  eonaoUdatlooa .    State 
i&artered  but  federally  guaranteed  companlea  will  be  aubject  to  duplicative 
regolatloa  for  llceniing  atandarda  (including  capital  and  auridua  requiroDMnla), 
atandarda  tor  computing  and  maintaining  reaervei  and  Inveatment  atandarda, 
ftaa  the  areaa  Juat  liated  for  federally  chartered  inaarera. 

The  coat  of  inauronce  Tegulatlon  (which  must  be  borne  by  Oi«  public) 
will  thereby  Increaac  greaQy  --a*  much  aa  two-fold  --  becauae  of  the  auper- 
flnoui  layer  of  wasteful  bureaucracy  S-ITID  will  create.     For  this  added  burden 
the  public  will  receive  nofliing  in  beneQta. 

Special  mention  should  be  made  in  this  connection  of  company  examina- 
tions. The  states  arc  now  devoting  tremendous  resources  and  employing  a  host 
cd  skilled,  experienced  pcrionnel  to  a  continuous  proceaa  of  comprehensive, 
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paB*tiatlB(  mkmliialiaaa  of  all  compudas,  with  aniplusia  <m  fiioaa  maJlng 
die  cloieat  acntiiiy,    Tfaat  vital  piDcaaa  hai  baan  capaatadlr  atranttheBad 
and  ImproTai!  by  tha  itatei.     WorMng  ftrongh  0i«  National  Aiioclatlon  of 
Inaurance  Conuniiiianera,  tlie  atataa  have  szpoied  file  procaai  to  tiic 
critical,  expert  (ciutinr  of  rccogniaail  outiida  coniultliig  and  reiaarch 
crganiaatlona,  and  bava  baan  tml  aha«4  of  certain  federal  agenclea  in  developing 
and  adopting   affecHva  early  warnlof  ayatema  and  oOier  valuable  tnechanlimi 
and  procedural  raeoiniaaBded  by  thoaa  atodlea. 

Attempted  federal  duplication  of  tbeae  highly  ettactlva  fonctiona  now 
being  capably  parfornned  by  (be  itatea  would  accoinpliab  Boflilng  but  coafualeu, 
waata  and  added  coita  for  Oa  conaninliig  public. 

ABoOker  major  faatore  of  S-1710  mbich  will  bring  trameiidoui  added 
coat*  and  bardesi  wlthoat  cominaBBarata  added  baaefiti  la  flia  propoaad  aew 
Federal  Inaurance  Guaranty  Fund,     TUa  Fund  will  cover  all  linea  of  Inanranco. 
It  will  leimbuiaa  all  -l^im.  uid  aD  alaineuta  of  clalma  (Inclading  unearned 

proRdDDi)  wiVboBt  reatiletlaaa. 

WhUe  it  may  aeem  aoclally  appealing  to  want  to  pay  every  dollar  of 
every  type  claim  In  tiie  event  of  an  Inaolvency,  aomeone  tnnat  In  turn  pay  the 
btU.    UUbnataly  Ouit  aomeane  ia  &•  bwuring  publle. 
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8l>ta  gvaiwitr  funds  have  wisely  excluded  ■□me  of  the  large  cotnmsrcl>l 
Unas  of  Inioisnce  hoA  *■  *  neccasaty  •conomy  meaiure  and  because  the  pur- 
diaaeta  of  IMt  type  of  inauruce  arc  uaually  aophlattcated  buyera  of  Inaurance. 
They  are  in  a  better  jtoaltioD  than  purchaacTa  of  personal  linea  coverage  to 
•ralnate  the  financial  atabiltty  of  a  company.     Commercial  enterprlaea  are  alio 
generally  able  to  in  eBect  leU-inaurs  againat  any  loasei  resulting  from  an 

Unearned  premium  daima  are  alao  often  excluded  under  atate  guaranty 
fooda  becauae  they  are  not  true  "inaurance  losaea",  and  they  are  normally  very 
■mall,    ktony  atate  guaranty  funds  utHlee  a  deductible  (a  maximum  of  $100  or 
$200)  aimfdy  because  It  la  Impractical  and  Inordinately  eiqienaive  to  process 
4ies«  small  claims.     "Hie  state  guaranty  fimda  have  recognized  that  the  public 
cannot  afford  to  pay  the  total  coat  of  every  Inaolvency.     Certain  typea  of  claim* 
have  bean  glrcB  priority  ao  that  file  people  vho  need  fuada  the  moat  will  have 
Aeir  flt<— Tf  paid  in  a  timely  and  efficient  manner. 

Anoilier  danger  lurking  in  the  proposed  federal  insurance  guaranty  fund 
ia  tbe  proapact  of  regional  eubsidisation.     Some  atatas  have  had  no  inaolvenciea 
■t  an,  and  aome  ottiers  have  only  been  minimally  affected  by  Inaolvenciea. 
On  the  other  hand,  certain  etatea  have  been  faced  with  insolvencies  which 
raqolred  tte  guaranty  fund*  to  hire  full  time  professional  staff  and  the 
I    laaiiraaee  departments  to  establish  large  liquidation  hureaue.     Why  should 
states  triilch  have  had  very  good  experience  In  the  Insolvency  area  be  forced 
to  aubsldlie  other  state*  with  poor  experience?     Under  S-ITIO  there  is  nothing 
to  foreclose  thta  very  real  danger. 
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OIm  pre -a ■■••■nw at  aipact  of  th*  P«d*ral  f  rcpo««l  alio  ct«Btaa 
■•iloiif  problema.    loaurcri  will  be  ■■■<■■«<]  oiM-fDurUi  of  on*  paicent  of 
their  aiiDiul  premium  volume  to  establiili  a  fund  to  pay  loi  lutura  imiolveaciea. 
Tlwre  i*  no  cap  oa  accumulatlona  In  thla  ttuul  --  Joat  a  va|ua  proviao  idticfa 
would  allov  the  FIC  to  cut  It  off  wbanayar  It  felt  like  it.    U  history  tall*  u* 
anythiog,  we  can  expect  thli  food  to  reach  a  mnltl-billion  dollar  figure  within 
a  (aw  yeeri.    Thi*  will  deprive  our  induitry  of  aurplue  needed  to  accommodate 
•j^anding  marketa.     For  every  dollar  added  to  auriaue,  it  enablee  a  company 
to  write  three  or  four  more  dollare  in  premium.     B  theee  dollari  are  diverted 
from  company  aurplue,  capacity  lufferi  accordingly. 

Under  Section  103  the  Conuniailon  haa  authority  to  rsvoka  a  guaranty 
certiflcate  of  a  atato  cliartered  Isaurar  wbee  auch  Inaurer'a  financial  coodittoa 
would  have  juatiflBd  •  denial  of  the  certificate  In  the  flrat  place.  Thle  prorieion 
can  be  interpreted  to  permit  tha  Federal  Guaranty  Taoi  to  elect  to  inanra  only 
Bioia  companies  which  are  in  robuat  financial  ah^a  and  fiian  at  &e  Srat  elpi 
of  trouble,  toaa  a  company  back  to  the  atate  regulators  and  atate  losolvency 
Ibnda.   If  ao,  than  Om  propoied  Fund  ia  Indeed  of  limited  value. 

Once  a  certificate  has  been  levolud,  doaa  ttti*  mean  Oa  atata  fund  ia 
automaticaUy  on  the  bonk  for  coverage?  Or  will  ttiara  ba  a  gap  in  coverage? 
There  is  a  provliitm  continuing  the  federal  gnaraat^  covaraga  until  the  policy 
ia  either  renewed  or  cancelled,  but  iriiat  happeoa  U  (as  ie  often  the  caaa)  du 
poUcyholdaTS  cannnt  find  new  covarage  by  the  end  of  thia  period? 
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Aa  a  pracUul  matter,  once  a  federal  certificate  it  revoked  atider 
S-ITIO,  the  atate  of  domicile  may  be  forced  to  liquidate  the  company 
Immediately  to  avoid  any  new  liability  arising  under  it*  owm  guaranty  fund. 
This  could  force  the  liquidation  of  many  companies  whicli  are  experiencing 
Bome  financial  difflculty,  but  are  far  from  the  point  where  liquidation  would 
otherwiae  be  juatified. 

Alio,  pertinent  to  tkim  came  subject  are  these  four  questionBi 

Firit.  Section  104  provides  that  the  Commisloo  ahall  pay  any  valid 
goaranteed  claim  through  other  Insurer*  to  which  policies  have  been  assigned. 
Does  this  mean  that  companies  will  have  to  aid  in  the  administration  of  flie 
Guaranty  Fund  by  running  off  the  buslneas  at  the  expense  of  their  policyholders? 
Or  vhtt  does  it  mean? 

Secondly,  will  the  liquidation  acta  of  the  various  states  apply  to 
Federal  Guaranty  Fund  inaolvencles  when  the  company  is  not  federally 
chartered  or  are  those  acta  preempted? 

Thirdly,  if  an  insurer  is  dissolved  under  the  federal  bankruptcy  laws,  one 
would  assume  the  priority  of  claims  provided  in  those  laws  would  apply,  but 
Section  104(b)  provide*  the  Commission  shall  have  a  cUim  against  the  liquidator 
for  amount*  paid  from  the  Federal  Guaranty  Fund  and  ttie  normal  distribution 
under  alate  law  will  apply.     This  also  raises  the  queation  of  which  state  law 
for  a  federally  chartered  insurer  will  apply. 
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TonxUly,  Soctlon  106<c)  provide*  that  tha  Commiaaion  nwy  apply 
to  flie  Court  to  hava  an  inaurai'*  charter  rovokod,  but  tha  roceiver  appointed 
under  Section  lOi  (a)  may  intervena  if  It  diaagree*  witb'the  determiiiatioii  of 
Die  Commlaaion  In  ftl*  matter.     But  the  receiver  appointed  under  (>)  ia  the 
aame  Commiaaion  vbich  alao  makaa  tfaa  determination  of  whether  to  apply 
for  revocation  under  (c).     It  aeema  a*  though  the  Intareata  of  the  inaurer 
are  not  being  well  protected  here. 

Aaide  from  the  guaruty  fund  provlaioni,  there  are  many  other 
provialona  and  feature*  of  S-ITIO  which  arc  confuaing,  ambiguous  or 
otiierwiae  objectionable. 

Thua,  Section  lOTfc)  on  dii crimination  poaea  lome  vexing  questiona 
for  federally  guaranteed  tnaurera. 

Would  the  fact  that  aome  eompanle*  reatrict  their  wrltinga  to  farnwra 
be  treated  ai  unfairly  diacrimlnating  with  reaped  to  urban  dwellera,  wfaan 
anch  companies  aimply  do  not  write  buaineaa  in  urban  areaa?     And  alao, 
it  there  a  confUct  between  lOT(c)  and  Section*  109  and  204  dealing  reapectively 
wifii  competition  and  fl>e  Federal  chartered  companlea  exemption  from  atate 
rata  regulationT     Could  Section  107(c)  be  construed  a*  creating  a  (ystem  o( 
rata  regulationT 

The  loveatnient  provision*  of  tha  bill  are  equally  troublesome.  They 
woold  turn  over  to  a  alngla  federal  agency  virtual  control  over  tnvcstmenta 
of  federally  chartered  inaurer*.      They  would  alao  grant  unlimited 
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discrotion  to  the  FlC  to  disallow  inve>tmcnl«  not  mectlne  the 
Tagne.  If  not  indefinable,  Btatutory  test  ot  "unquestioned  inleerity  and 
■tability".    Thus,  control  over  the  investment  decisions  for  what  could 
aggregate  billions  of  dollars  with  respect  to  federally  chartered  insurers 
would  be  transferred  to  a  federal  agency. 

Even  more  damaging  could  be  the  indirect  control  the  FIC  would 
wield  over  the  Investment  policy  of  tedersUy  goaranleed  state  chartered  insurei 
Although  the  bill  purports  to  leave  authority  for  regulating  investments  of  these 
insurers  with  the  states,  it  negates  this  intent  by  authorizing  the  FIC  to 
determine  that  the  particular  state  investment  laws  do  not  provide  (or 
investments  in  assets  of  "sufficient  integrity  and  stability".     Every  stats 
regulator  therefore  will  have  the  FIC  second-guessing  his  actions  and  those 
of  his  legislature  with  respect  to  investment  policy  for  state  chartered  insurers 
Ultimately,  a  national  norm  could  likely  arise  for  almost  all  investments, 
dictated  by  a  single  federal  agency,  under  the  blank-check  standard  of 
■Siaquestloned  Integrity  and  stability". 

Many  other  grants  of  authority  to  the  Commission  are  so  broad  and  so 
vague  as  to  permit  regulation  by  fiat.     The  bill  at  various  points  arms  the 
Commission  with  sweeping  powers  and  controls  over  the  most  vital  of  areas 
affecting  insurance  company  operations,  but  at  the  same  time  ts  painfully 
lacking  in  tangible  standards  and  limitations  to  govern  and  guide  the  exercise 
of  those  powers.    All  too  often  the  only  test  prescribed  is  what  the  Commission 
itaelf  deems  necessary  or  reasonable,  which  of  course  is  no  teat  at  all. 
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S-1710  therefore  h»  buUt  into  It   all  the  ingredient*  for  cteatl<ai  and 
expansion  of  *  powcrfol,  coatly  (ederd  bureaucracy  of  vtrtually  unlimited 
power  and  auUiority, 

(5)    The  banMng  reeulatory  »Y»tem  which  hag  been  cited  us  »  precedent  for 
S-1710    provide*  an  Inappropriate  and  unconvlnclnB  e>!aiiipl.e. 

When  Senator  Brooke  Introduced  S-ITIO  he  conunented  that  hii  propoaat 
"would  acek  to  improve  the  quality  of  Iniurance  company  regulation  by  providing 
for  an  alternative  syatem  of  Federal  rcgul-''  -  '^similar  to  the  Federal  reeulatory 
alternative  presently  available  to  banks  and  savinga  and  loan  association*  under 
v^at  ha*  come  to  be  known  as  die  'dual  banking  system'  "<     Inherent  in  this 
•tatement  ii  Hie  assumption  that  the  insurance  industry  aod  the  banking  industries 
■re  parallel  in  nature  aod  the  quality  of  regulation  of  banks  is  superior  to  that 
of  insurers.    We  disagree  widi  both  assumptions.      We  also  diaagree  w  ith  any 
'Suggestion  that  S-ITIO  is  really  an  alternative  system  similar  to  the  present 
banking  regulation  system. 

The  basic  nature  and  function,  as  well  as  the  economic  atructurc,   the 
com]ietitlve  and  market  makeup,  the  pricing^  product  and  classification  concepts 
and  problems,  and  other  basic  characteristics  of  the  Insurance  business  are 
fundamentally  diifereot  from  those  of  banking,  and  have  always  called  for  a 
markedly  different  regulatory  system. 

Ths  banking  system  provides  the  mechaniam  for  personal  savings, 
borrowing  and  lending.     Props rty/caaualty  insurance  companies,   on  tha  other 
hand,  are  providing  a  a>rvice-*s  promise  to  indemnify  - -given  the  occurreoca 
of  certain  events.    Among  other  things  this  dilfarence  becomes  significant  when 
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viawinE  Ihe  inlcTsction  ot  rate  and  tolvcncy  rpsul^lio"-    ItceulBlion  Q  allowi  bank* 
a  lixed  ceillne  en  cosli;  insurance  loi«  cempanent*  luch  as  boapilal  room 
c)»r|e*,  i)iy»lci*ni  fcca,  medical  auppliei  nnil  autoniobllc  crash  pnrt  prices  are 
not  controlled  in  any  way. 

Previously,  at  pages  S-10,  we  showed  that  S-ITIO  would  actually  afford 
only  the  very  large  iosurBrs  a  real  choice  and  that  their  choosing  federal 
chkftering  would  give  them  a  crushing  compctitivo  advanlaec  over  small  companies, 
lirst,  by  depriving  small  companies  of.jlbe  broadly-based  experience  data  and 
other  rating  information  they  vitally  need,,  and  second,      l>y  achieving  almost 
total  pricing  freedom  while  leaving  the  small  companies  subject  to  the  stricture* 
a(  state  rate  controls.      Wc  know  of  nothing  in  Ihe  nature  and  make-up  of  the 
banlung  industry  or  in  Ihe  interplay  between  existing  federal  and  state  banking 
^regulatory  requirement*  which  lus  enabled  or  would  enable  big  business  to  so 
.  eliminate  stnaU  businesses.    It  Is  UiBTefora  highly  inaccurate  to  cite  the  existing 
banking  regulatory  systems  a*  a  precedent  for  adoption  of  S-I710. 

Any  attempt  to  base  a  case  for  5-)T)0  on  the  insolvency  Ibsim  must  also 
tail.     The  problem  of  insurance  Ir.solvBncios  is  relatively  amall,   is  diminishing, 
and  Is  being  very  adequately  dealt  with  by  state  regulators  and  state  insolvency 
funds.     Only  8  companies  were  ordered  liquidated  in  the  last  ZO  months  and  most 
ot  those  ware  so  small  they  bad  very  little  impact. 

This  btalthy  picture  does  not  bear  a  shadow  of  resemblance  to  Ihe  emergency 
ol  the  great  depression,  when  9,  100  American  banks  failed.    It  was  oul  of  this 
catastrophe  that  the  FDIC  was  born.    No  cor  responding  need  exists  for  a  Federal 
e  Guaranty  Fund. 
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ladling  from  p»it  axperUnce,  A*  ■!■«  of  tha  fodel*!  fund     which  th« 
inmrance  Induitry  would  be  required  to  accumulate  would  be  hoge  —  perb^i 
ultimately  comparable  in  magnitude  to  the  $7.  3  bilUou  (urpliu  fund  tAich  the 
FDIC  has  developed.    It  would  be  the  wont  Imaginable  form  of  "overklU" 
to  CTsats  such  a  behemoth  to  cover  S  imaU  liquidation*  which  are  already 
adequately  covered. 

Nor  doea  the  actual  record  of  tha  Federal  ayatem  for  the  regulation 
of  bank*  indicate  that  that  lystem  i«  ■□  effective  and  problem-free  aa  to 
commend  itaelf  as  a  precedent  for  application  to  the  inauiance  buaineat. 
Item*  (uch  a*  the  following  indicate  that  the  dual  ayatem  of  regulation 
employed  tiiere  ii  exhibiting  many  weakneaaet  and  requiring  conaldarable 
remedial  attention: 


The  promulgation  of  burdenaome  regulation*  (luch  *■ 
Regulation  Q]  which  have  faUed  to  accomplish  their  intended 
objectivea  vdiile  creating  additional  coats  and  bureaucratic 

The  Imposition  of  regulations  nhich  by  design  mauifulate 
competition  by  restricting  ease  of  market  entry,  merger 
and  branching,  without  producing  any  aubstantive  benefit 

The  repeated  allegationa  that  one  regulatory  agency,  the 
Federal  Beserve,  has  attempted  to  satisfy  Its  growth  aspir- 
ations by  "persuading"  banks  to  become  members. 
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Propouli  In  th*  Isat  Congreii  to  otftblish  a  mtmoliUitc,  super- 
bnresurBCy  --  the  Federal  Bank  Examination  CouncU  --  to  coordinate 
Uw  activltlc*  ol  the  regulatory  components  of  the  dual  ■yatem, 
Revctationa  by  poriona  experienced  in  defrauding  banks  that  because 
■tate  and  federal  banica  are  under  different  governmental  lupervision 
it  U  eaaiar  to  move  lUeeal  loans  from  one  bank  to  another  witiiout 
detection.    (U.S.  News  and  World  Report,  9/12/7?) 

The  announcement  on  the  first  of  this  month  that  the  FDIC  has 
authorised  a  m^or  study  of  the  existing  systenia  of  commercial 
bank  regulation  'Sirith  a  view  to  reducing  regulatory  costs  and 
needless  red  tape*'  ■<<■  including  a  pinpointing  ol  "the  extent  of 
duplicattoQ  and  conflict  that  actually  exista". 


Nor  has  the  price  tag  for  dual  regulation  of  banks  come  cheap,  Th 
fliree  main  banking  regulatory  authorities  {i.e. ,  FDIC,  Federal  Reserve  i 
Office  of  the  Comptroller  of  the  Currency]  have  a  combined  annual  budget 
axceeding  $JO0  million  and  a  staff  of  over  8,000  employees.  These  figure 
may  give  us  some  ■'ball  park"  index  of  the  additional  costs  that  might  be 
added  to  the  existing  costs  of  state  regulation  of  insurance,  given  the 
dual  system  proposed  by  S-ITIO. 
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Viewed  from  a  public  and  consumer  interest  standpoint,  the  case  for 
atate  regulation  of  our  business  is  far  stronger  today  than  It  was  thirty  years 
ago  wfacD  the  McCarran  Act  was  Hrst  adopted.    In  194S  Congress  was  entitled 
to  harbor  some  doubts  about  the  willingnosa  of  major  segments  of  the  property/ 
casualty  business  to  forsake  widespread  monopolistic  abuses,  or  the  desire  and 
the  ability  of  many  state     insurance  commmissionors  to  curb  such  abuses. 
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U  would  not  havs  bacn  mrprlslag  U  Congreai  had  limply  prsampted  control 
at  luurtnca  >t  that  time  on  ttia  groundi  that  the  atatca  by  allowins  audi 
abuaea  to  floartah  had  torteitad  their  right  to  regulate  in  Siia  field.    Inataad, 
Congreai  reaffirmed  the  right  of  file  atataa  to  axerciae  virtually  excluaive 
regulatory  authority  over  inaurance  and  thereby  to  render  moat  ol  tbe 
aanctlDiu  of  flie  antitruat  lawi  Inapplicable. 

In  doing  BO,  Congreas  gave  recognition  to  certain  unique  characterlatica 
of  our  btiatneaa  which  called  for  a  apecial  form  of  regulation  in  lieu  of  a  general 
antitruat  approach,  Including:  (1)  the  crucial  importance  of  aolvency,  (Z)  the 
B««d  for  continued  cloaa  aurveillance  of  Inaurers'  reaervea  and  financial 
aftkira  and  [3)  the  practical  neceaaity  for  inaurera  to  engage  in  certain  forma 
oil  Joint  action  in  the  pricing  area.     Is  reaffirming  the  atatea'  long-atanding 
pioiogativea  govemina  our  bnatnesa,  Congreaa  further  recagntaed  that  Hie 
atatea  arc  beat  able  to  provide  die  apeciel  form  of  regulation  needed,  i.  e. , 
fiiat  because  they  are  cloaer  to  file  aitua  of  the  inaurance  tranaactlona  they  can 
beat  protect  the  multi-faceted  Intereata  of  fiie  eonantner  in  aolvency,  price, 
product  and  >vailat>illty. 

At  the  aama  tttne,    Congreaa  made  it  clear  that  it  dealred  certain 
Improvementa  in  the  picture  that  had  eziated  prior  to  the  5.  £.  U.  A.  deciaion. 
In  file  Houaa  Committee  report  accompanying  the  McCarren  Act,  Congreaa 
axpreiaed  a  daaire  to  "aecnre  adequate  regulation  and  control  of  the  Inaurance 
butlnet*"  and  w»a  of  flie  opinion  "that  eompetltiva  ratea  on  a  soand  financial 
baala  are  In  the  public  Intereat". 
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TIm  Congrciilonal  vlsh  to  achieve  "•dequi.te  regulation  and  control  of 
tlie  Inaurancs  business"  must  cleaily  have  been  taligfted  by  the  overwhelming 
responie  evoked  from  the  stale  legislatures  and  insurance  departments.     The 
network  of  laws  and  regulations  adopted  in  the  wake  of  the  McCarran  Act 
comprehensively  cover  every  phase  of  properly /casualty  insurance  operations. 
Nor  has  the  state  legialative/regulatory  picture  remained  static  since  the 
massive  wave  of  action  in  the  immediate  post-McCarran  period;    The  states 
have  continued  to  make  timely  response  to  new  problems  and  needs  as  they 
have  arisen  during  the  ensuing    years, 

Tbe  property /casualty  business  that  has  developed  and  emerged 
under  this  system  not  only  has  satisfied  the  Congressional  desire  for 
"competitive  rates  on  a  sound  financial  basis",  but  it  also  meets  other 
basic  economic  tests  of  a  competitive  industry, 

Tlw  monopolistic  practices  that  characterized  the  pre-McCarran  Act 
era  have  long  since  been  eliminsted.     The  power  of  rating  organizations  to 
■title  independent  pricing  and  force  adherence  to  their  rate  levels  has 
disappeared,  and  their  role  bss  more  and  more  become  essentially  advisory. 

which  denied  innovative  companies  access  to  important  markets.     The  tide 
has  shifted  sharply,   as  direct  writers  and  exclusive  agency  companies  have 
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Th*  sggreMlvc  competition  piovldMl  by  tbcM  companiea  haa  benaflted 
the  conmmor  in  ftt  lead  two  wayai   Fliat,  in  flie  form  of  the  rate  aBvinii  pro- 
vided directly  by  the  lower-coat  companiea  to  their  cuatomera,  and.  eccond, 
fliroush  the  impact  Qieir  competition  baa  had  on  tlie  rates  (and  the  uqwnae 
componeDt  of  ratea)  of  others  In  the  induatry,     Thia  ia  roflected.  for  example, 
in  the  fact  that  flic  average  expense  portion  of  the  automobile  insurance  premium 
dollar  for  all  stock  companies  dropped  from  4Zt  in  1943  to  leaa  than  2Sf  in  1975, 
a  reduction  of  about  31  percent. 


Vigorous  competition  in  pricing  ha«  been  matched  by  equaUy  aggressive 
competition  and  innovation  in  products  and  services.    Coverages  and  the 
packaging  of  coverages  in  both  the  personal  lines  and  commercial  fields  have 
been  continucutly  broadened  and  Improved  as  companies  have  vied  to  better 
n>eet  the  changing  demands  of  Oie  consumer.    Companies  and  producers  are 
likewise  constantly  vying  to  And  better  ways  to  serve  the  special  needs  of 
particular  "publics",  and  thereby  ivicresse  their  market  shares. 

All  these  characteristics  typify  a  highly  competitive  industry. 

Another  classical  economic  measure  ia  market  concentration.     Propertyy 
casually  insurance  is  one  of  the  few  industries  which  can  truly  b«  labelled 
••atomistic".     There  are  more  than  E900  licensed  property/ casualty  insurers  In 
ttie  United  Stales.     Although  many  do  business  in  only  one  state,  about  900 
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boalnea*  is  quite  lo*  sb  compkred  lo  most  other  industries.     The  largest  writer 
el  property/osiulty  insurBnce  in  the  country.  Stale  Farm,  has  less  Uian  T  perccr 
id  the  market  for  those  lines,   and  the  top  20  groups  account  for  leas  than  54  percc 
of  the  market. 

a  key  element  in  existence  and  maintenance  of  a  competitive  market.     Here  again, 

b«en  relatively  easy,  that  there  has  been  a  healthy  influx  of  new  companies  in 
rtc«Dt  decades  [353  new  companies  entered  the  market  between  1967  and  1976), 
and  that  those  perioda  when  flie  influx  has  slowed  are  attributable  to  drops  in 
proflUbility  rather  than  to  entry  barriers. 

Still  another  test  of  competitiveness  is  profitability.     Jf  overaU  profits 
ware  found  to  be  inordinately  high,   it  could  indicate  that  there  haa  been  a  dearUi 
of  competition  which  has  permitted  maintenance  of  artificially  high  price  levels. 
Exactly  the  opposite  is  the  case  here:    The  profit  record  of  property /casualty 
companies  as  a  whole,  when  meaeuied  by  formulae  applied  by  recognized 

reflecting  In  large  part  the  impact  of  competition. 

a>  increased  capacity  required  to  meet  the  expanding  insurance  needs  of  a 
rapidly  growing  population  and  an  exploding  economy.     This  fact  denotes  that  . 
oat  business  is  not  only  competitive  and  progressive  but  highly  efficient  as  well. 
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Where  there  hive  been  problem*,  the  atatet  hkve  quickly  reiponded  to 
the  challenge  with  new  and  innovative  rcjiulatory  appTDachee  tc  aaiui*  a  proper 
■olotlon  for  the  public  but  retain  a  viable  induitry  for  the  future.     When,  for 
example.  Hit  medical  malpractice  problem  (urfaced,    Improvement!  in  the 
ton/ insurance  syitem  were  developed  and  put  into  practice  almo«t  immediately. 
The  aame  damage  award  spiral  has  created  availability  pressures  in  products 
Uability  and  other  profeeaional  liability  linea  that  state  regulators  and  the 
insurance  Industry  have  again  responded  to  with  direct  and  practical  measures. 

As  already  noted,  state  regulation  for  solvency  and  protection  of 
policyholders  and  the  public  is  another  crucially  Important  area  that  haa  been 
capably  dealt  with  over  the  years.     First,   statei  have  continually  improved 
regulation  and  Unanclal  standards  of  companies.    Subsequently,  pi operty /liability 
funds  now  the  law  In  48  states  and  the  District  at  Columbia  and 
Puerto  Rico  were  established  to  further  protect  the  public. 

The  National  Association  of  Insurance  Commissioners  haa  been  working 
constantly  to  improve  state  Insurance  department  techniques.      Increased  regu- 
lation for  solvency  including  careful  review  of  management  and  financial  resourcea 
before  company  licensing,   together  with  continuous  surveillance  over  company 
operations  through  early  warning  techniques  and  refined  examination  procedures 
Is  Just  part  of  this  never-ending  effort  to  improve  regulation. 

The  NAIC  early  warning  tests  were  developed  and  implemented  by  Oie 
prestigious  firm  of  McKinscy  d  Company  which  was  retained  a*  a  consultant 
to  the  NAIC  to  make  more  effective  and  efficient  the  NAIC  examination  systnn. 
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The  taats  b*«*  b««n  opcrfttlonl  for  about  five  yuri.    The  result*  are  uied  to 
MtatUy  companle*  which  may  be  experiencing  financial  difficultiea.     The  result* 
oIth«*«  "priority"  eompanie*  ■*  well  ■■  all  other  compknles  are  transmitted 
lothe  various  state  iaaurance  department*  for  use  by  the  Commissioners 
together  with  other  factors  to  determine  the  urgency  of  an  OKamination  for  a 
particular  company.     The  tests  have  proven  to  be  an  extremely  useful  tool  In 
regulating  for  solvency. 

Every  insurer  must  file  an  annual  financial  report  detailing  Its  current 
financial  status  and  ■ummarjiing  the  financial  activity  for  the  past  year  and 
ts  subject  to  an  sxamination  at  least  every  three  yeara  In  their  own  domestic 
State*.     These  examinations  are  often  supplemented  by  NAIC  Zone  examinations. 
Insurer*  are  examined  more  frequently  when  the  early  warning  tests  would  so 

Thi*  elaborate  system  of  regulation  tor  solvency  virtually  eliminate! 
Uia  possibility  of  a  jumbo  Insolvency  with  a  large  deficit  In  assets.     Most  large 
lasurara  are  licensed  in  almost  eiery  state.     The  Commissioner  in  each  state 
bas  a  watchful  eye  for  solvency  problems.     If  the  early  warning  tests  detect 
financial  difficulty,  there  is  ample  time  for  remedial  relief  before  tbe  deficiency 
becomes  Insurmountable.    Each  state  acts  as  a  check  and  balance  against  the 
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There  ii  ■  IlexlbiUty  in  the  preient  ■yctem  thkt  ha*  been  extremely 
bcneficUl  for  the  public  ovai  the  yean.     Regulatoii  io  varloui  atatea  have 
dealt  innovattvely  and  (ucceiafully  with  financial  problem*  of  companiei. 
Id  many  initancei,  companiei  have  been  pulled  from  the  brink  of  diiaater  by 
alert  regulttora  who  have  obtained  refinancing  or  other  help  th4Lt  waa  impoiiible 
otherwise.    The  C£ICO  matter  is  •  prime  esiample  of  awift  regulatory  action 
by  an  alert  Commiai loner.     Here  the  capabilities  of  the  industry  were  called 
upon  to  help  in  providing  the  necessary  financing  toward  off  serious  difficulties. 
The  response  generated  was  sufficient  to  solve  the  problem  at  very  little  coat 
to  the  public. 

Part  of  the  untold  story  about  CEICO  is  the  personal  commitment 
the  domiciliary  conunlssloiier.  Superintendent  Wallach,  made  and  carried  out 
lo  save  GEICO.    He  made  it  first  order  of  business  to  save  policyholders  and 
claimants  and  other  insurance  companies  iahla  jurisdiction  from  the 
losses  and  burdens  a  GEICO  insolvency  would  cause.     We  are  fearful  that  diis 
type  of  personal  dedication  to  service  will  be  swallowed  up  aid  lost  in  the  atmos- 
phere of  confueion,  uncertainty  snd  divided  responiibilities  that  S-ITIO  will  creat 
Federal  regulators  sitting  in  Washington  are  too  far  removed  not  only  from 
Ae  industry  they  regulate,  but  more  importantly,  from  the  people  that 
industry  servos. 
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It  is  an  anwilni  •Domaly  that  aupporteri  of  5-17IOIuve  pointed  to  the 
reicu*  of  CEICO,  ■  crowning  echlevement  under  our  preaent  (yatem,  *■ 
a  raaeon  tot  change  to  ■  ayetem  where  nich  reicus  would  probably  never 
have  traoipired. 

In  the  adminiilralion  of  the  ilate  |uaianty  funda,  a  very  effective  and 
Inexpeniive  program  hai  been  developed  to  protect  the  public.     The  fundi  are 
managed  by  local  governing  board*  drawn  from  Iniurance  companiei.     Thia  keep* 
Uie  amount  of  paid  staff  to  a  minimum. 

Acting  In  an  advtiory  capacity  to  the  state  fund*  ii  the  National  Committee 
«D  Iniurance  Guaranty  Funda,  a  voluntary  organisation  aupported  by  the  Inaurapce 
haalneiB.     NCIGF  help*  develop  new  technique*  and  procedurea  for  improving 
the  operation*  of  guaranty  fund*.    It  iponaori  periodic  lemlnata  for  guaranty 
iiBHl  board  member!  and  fond  manager*  to  bring  them  up  to  date  on  the  lateet 
innovation*  and  to  provide  them  a  forum  for  diicuasing  and  eolving  conunon 
problem*.'  The  NCIGF  ha*  alio  made  recommendation*  to  the  KAIC,  which 
have  been  approved,  providing  for  improvement*  to  the  original  model  act  to 
help  solve  Rniltl-juriadletional  problem*  experienced  in  a  multl-itate 
insolvency. 

The  response  by  the  gtate*  to  the  Inaolvcncy  problem  ha*  not  remained 
•tatic.     There  la  a  constant  ongoing  study  by  the  NAIC,  the  legislature*  and 
flic  Induatry  to  fine  tune  our  exi*ting  *y*tem.     Some  area*  currently  being 
developed  by  the  NAIC  include:    a  model  rehabilitation  and  liijuidation  acti 
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new  propoisli  for  floanclng  examination*  in  ordciT  to  reliava  the  burden  on 

companies  who  c>n  lasit  afford  it;  fuTthex  divelopment  of  examiners  training 

to  Improva  examination  technique!;  and  the  uie  of  CPA  audit!  to  help 

facilitate  Oie  examination  proceia.    Another  area  uAere  fine  tuning 

hai  taken  jdace  la  the  enactment  by  (Utca  of  legiilatton  which  amend* 

the  liquidation  lawi  to  allow  guaranty  funda  immediate  acceaa  to  the  a!!ctB  of 

an  iniolvent  iniurer  and  a  higher  priority  upon  diatributlon  of  thoae  aiieta. 

Alttiough  we  feel  the  existing  ayatem  of  state  guaranty  funda  can  handle  the 

Insolvency  of  a  major  Insurer,  these  amendmenta  will  codify  procedures 

available  to  help  facilitate  the  liquidation  procei!  of  a  large  company.     Progreai 

in  this  area  hai  been  quite  aucceasful  with  immediate  access  and  priority  provisions 

now  law  in  IT  atatea  (Z  additional  sUtea  have  Immediate  accesi  only),  and 

we  anticipate  that  the  other  state*  will  loon  follow  suit. 

property /casualty  insurance  busineas  is  Infinitely  stronger 
than  It  was  30  years  ago.     The  states  have  responded  comprehenaively  and 
meaningfully  to  file  McCarran  Act  challenge  to  "regulate".     Oiir  business 
operating  within  the  framework  of  that  comprehensive  regulation  has  emerged 

subject  to  ttie  antitrust  tawa)  when  measured  by  the  classic  tasts  of  coocan- 
Iration,  ease  of  entry,  and  absenc*  o(  excessive  profitability.    At  the  sajm  time. 
It  has  beep  meeting  its  responsibilities  in  the  marketplace  by  expanding  overall 
capacity,  affording  a  broad  choice  of  prices,  products  and  services  for  the 
consumer,  maintaining  adequate  financial  stability  and  Jointly  guaranteeing 
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availability  M  in»uranea  to  all  coniumeri  who  cannot  readily  obtain  It  in 
the  voluntary  market. 

to  Oie  liglrt  of  all  theae  facts,   formidable  arEumcnta  would  be 
needed  to  convince  ua  tbat  Conereaa  erred  In  entruiting  inauranco  regulation 
to  the  atatea,  and  ahould  now  reverac  that  deciaion  in  svhole  or  in  part.     The 
burden,  «■  believe,  1*  clearly  on  thoae  who  propose  radical  cliange  to  pro- 
vide proof  tbat  federal  regulation  of  any  kind  would  bring  tangible  benefit! 
over  the  atatea'  improaalve  track  record,  and  would  not  create  onerous 
&ew  pioblemi.    That  buTdeo  in  our  opinion  haa  not  and  cannot  be  auatatned. 

Certainly,  our  buaiseaa  like  other*  face*  a  host  of  vexing  problem*,   moat 
ot  «4iich  atem   from  apiralling  inflation  In  the  coal  of  the  Ingredient!  which  go 
into  liability  and  property  inturance  loaaea.    S-1710  would  contribute  nothing  to 
the  aolution  of  thoae  problem*,   but  would  ai  already  noted  add  aubstantially  to 
the  total  operational  coat*  of  the  inaurance  aystem  and  the  regulatory  proceaaea. 

CONCmSION 

For  the  reaaona  cited  in  thla  statement,  namely: 

hn-Ferguion  Act 

mpctition  and  eliminate 


aatly,  wasteful 
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legulatory  lynlem 
raipacUully  urge  tlw  Conunlttea  l< 


Respectfully  lubmittcd. 


Arfliur  C.  Mertg 
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He  Chairmak.  Thank  you  very  much,  Mr.  Mertz.  These  were  thiee 
powerful  statements.  You  certainly  dont  leave  us  with  any  doubt  as  to 
the  way  you  stand  on  this  situation. 

There  is  only  one  sentence  I  could  find  in  your  statement  in  which 
you  may  have  been  indicating  a  tendency  to  mvoring  Federal  regula- 
ti<Hi,  where  you  say  banks  are  generally  a  one-State  business  as  op- 
poBed  to  the  hundreds  of  multi-State  companies  in  the  insurance  in- 
austry. 

Isn't  that  an  argument  in  favor  of  Federal  regulation  for  insurance 
companies,  compared  to  banks  f  If  banks  area  one-State  business,  they 
could  very  well  t>e  regulated  by  the  State.  The  multi-State  operations 
of  insurance  companies  would  suggest  that  Federal  regulation  might 
be  more  logical. 

Mr.  M^Tz.  If  one  were  to  rely  solely  on  that  distinction  between 
banks  and  insurance  companies,  concentrate  solely  on  that,  tir  to  make 
that  the  big  argument,  that  banks  are  localized  in  one  State  while  many 
insurance  companies  operate  across  State  lines,  the  fact  that  we  have 
many  interstate  operations,  were  it  the  only  fact  in  the  picture  would 
indicate  maybe  the  Federal  regulation  would  be  needed. 

The  Chairman.  Senator  Brooke  documented  the  case,  where  the  in- 
surance companies  domiciled  in  one  State  had  policyholders  in  other 
States  that  suffered  losses  and  who  had  no  recourse. 

Mr.  Mektz.  Under  the  present  structure  of  the  State  insolvency 
funds,  although  there  are  problems  yet  to  be  worked  out,  they  are  being 
worked  on  right  now,  both  by  the  NAIC,  and  by  the  industry  commit- 
tees operating  under  their  auspices. 

There  are  some  problems  as  far  as  the  handling  of  losses  that  cross 
many  State  lines.  But  the  bottom  line  fact  is  that  the  policyholders  are 
protected,  they  are  protected,  and  we  say  at  least  as  amply  in  terms  of 
the  scope  of  coverage,  as  would  be  the  case  if  S.  1710  were  adopted. 

And  where  there  are  procedural  problems  or  problems  of  several 
jurisdictions  involved,  these  have  been  repeatedly  worked  out  between 
the  States,  and  we  are  sure  the  machinery  to  enhance  that  cooperative 
process  will  soon  be  adopted.  That  is.  as  to  the  State  insolvency  laws,  a 
number  of  proposals  are  under  consideration. 

We  have  already  noted  that  the  early  access  provisions  have  been 
adopted  by  a  large  number  of  States  just  in  the  course  of  the  last  several 
years.  We  really  do  not  believe  that  the  so-called  specter  of  insolvency 
of  interstate  operators  really  is  that  much  of  a  factor. 

The  Chairman.  Mr.  Mertz,  what  bothers  me  about  your  statement — 
I  think  it  is  an  excellent  statement,  you  obviously  know  this  industry 
infinitely  better  than  I  will  ever  know  it,  I  am  a  layman  in  this  case, 
but  I  have  a  bias,  as  most  people  do,  in  favor  of  price  competition.  That 
is  one  of  the  reasons  why  our  system  has  worked  as  well  as  it  has. 

You  seem  to  feel  that  price  competition  of  the  kind  S.  1710  would 
encourage  and  permit,  the  ending  of  exemption  from  the  antitrust 
laws,  would  be  devastating  for  small  businesses,  and  would  be  a  very 
destructive,  in  the  long  run,  of  the  interests  of  consumers  inasmuch 
as  many  competitors  would  be  eliminated. 

It  would  seem  to  me  that  the  function  of  the  Federal  Government, 
if  it  moves  into  this,  and  the  function  of  the  States,  too,  would  be  to 
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see  t^t  the  insurance  companies  had  ample  assets  and  proper  cover- 
age and  not  excessive  liabilities,  and  so  forth,  but  that  their  pricing, 
wnycan't  their  pricing  be  their  own  businesBl 

Why  do  you  have  to  have  the  State  fix  that  aspect  which  goes  to 
the  heart  of  any  business,  freedom  to  compete  effectively  t 

Mr.  Mehtz.  You  dont  have  to  have  the  States  fix  the  prices,  we 
don't  want  the  States  to  fix  prices,  no.  We  are  talking  about  the  State 
regulatory  system  that  we  believe  is  ideal  for  the  insurance  business 
and  the  public,  which  is  one  that  maximizes  the  forces  of  price  com- 
petition, out  which,  No.  1,  establishes  standards  and  boundary  lines  or 
channels  in  which  that  competition  will  operate,  monitored  W  the 
State  regulatory  commissions  and  furthermore,  second,  and  highfy  im- 
portant, which  assures  that  all  of  the  companies  that  are  competing  to 
the  greatest  extent  possible  have  an  equally  fair  shake.  That  is,  they  all 
operate  under  the  same  rules. 

The  Chairman.  They  certainly  dont  do  that  now,  do  they?  They 
operate  under  about  50  different  rules. 

Mr.  Mertz.  I  am  talking  about  in  a  particular  State,  and  a  par- 
ticular competitive  environment.  They  do  operate  under  the  same 
rules,  yes,  because  there  they  are  all  under  one  rating  law. 

I  am  not  saying  all  of  those  rating  laws  are  ideal,  but  all  competi- 
tors operate  under  the  same  rules. 

Now  the  vice  in  giving  an  opportunity  for  insurers  to  opt  to  go  the 
Federal  route  and  then  exclude  themselves  from  any  of  the  strictures 
or  procedures  of  the  State  rating  law  is  that  there  are  many  small 
companies  which  you  might  say  are  disadvantaged  companies,  in 
terms  of  really  being  able  to  choose  that  route  and  thrive  under  it. 
There  are  many  big  companies  who  I  believe  would  be  confident  that 
thev  had  a  large • 

The  Chairman.  I  hope  you  are  not  saying  we  have  to  keep  the 
efficient  companies'  rates  high,  so  that  the  inefficient  companies  can 
stay  in  business. 

Mr.  Mertz.  It  is  not  a  question  of  efficiency.  I  think  this  is  where 
the  Justice  Department  indicates  there  may  be  some  confusion  there. 
It  is  not  a  question  of  efficiency  versus  nonemciency  companies. 

The  Chairman.  Low-cost  companies,  then. 

Mr.  Mertz.  It  is  not  a  question  of  high  or  low  cost  companies. 
What  it  is  a  question  of  is  the  need,  the  greater  need  of  some  com- 
panies for  the  aggregate  industry  loss  data,  experience  data,  trend 
data  for  the  future,  by  which  they  can  chart  their  course  in  this  very 
difficult  pricing  arena,  which  I  think  was  highlighted  yesterday. 

You  dont  Imow  what  the  product  you  are  selling  today  is  really 
costing  you  until  years  hence.  Here  is  a  small  company  that  writes  a 
thousand  policies  in  a  given  market  area.  How  can  it,  on  the  basis 
of  experience  generated  on  those  policies,  determine  not  only  what  the 
loss  experience  of  the  past  is,  but  what  the  trends  are  going  to  be 
for  the  future,  unless  it  has  available  the  aggregate  data  of  the 
industry  at  large,  or  a  big  segment  of  it ! 

A  big  company  is  not  so  handicapped.  In  many  of  the  lines  that 
really  count,  for  instance,  automobile  insurance,  they  can  paddle 
their  own  canoe,  they  can  rate  it  without  having  to  rely  on  aggregate 
industry  data. 
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The  Ghaibiun.  Now  I  would  like  to  ask  Mr.  Jones,  your  statement 
puzdes  me.  Your  statement  aeems  to  support  many  of  the  consequences 
of  S.  1710,  hut  you  don't  want  to  go  through  it,  or  pay  the  price. 

What  I  am  talking  about  is  it  appears  you  support  the  idea  of  a 
Federal  guaranty  fund. 

Mr.  JoNza.  Yes,  sir. 

The  Chaibican.  To  protect  acainst  widespread  insolvency,  but 
you  dont  support  any  of  the  regulatory  or  Federal  chartering  provi- 
mons  that  would  be  necessary  to  make  that  guaranty  fund  sound. 

I  don*t  see  how  the  Federal  Government  can  go  about  setting 
up  and  administering  a  guaranty  fund  system  without  establishing 
some  standards  of  financial  soundness  on  the  part  of  participating 
companies. 

It  seems  to  me  you  want  the  money,  but  not  the  discipline  neces- 
sary in  order  to  make  that  work. 

Mr.  JoNzs.  Senator  Proxmire,  we  could  support  the  Magnuson  WU 
today.  It  had  features  in  it  to  protect  against  incompetent  manage- 
mraits  and  unsound  handling  of  investments. 

But  we  think  this  goes  much  further  than  it  needs  to.  We  would  like 
to  go  back  to  the  Magnuson  bill. 

If  I  may  pull  out  the  investment  regulatory  features  of  the  bill,  we 
have  said  there  hasnt  been  a  proper  distinction  made  between  life 
insurance  companies  and  property  casualty  insurance  companies. 

There  may  be  a  case  for  the  investment  regulatory  features  for  life 
insuranoe  companies  which  are  referred  to  as  the  long-term  industry.  I 
am  not  saying  there  is  a  case,  but  one  might  be. 

We  think  they  are  very  inappropriate  for  property  casualty  insur- 
ance cwnpaniee  and  we  would  like  to  see  a  study  along  that  Ime.  We 
are  called  the  sbort-tenn  industry  in  some  aspects.  Our  obligations  do 
not  run  bn*  the  same  length  of  time  that  tlie  life  insurance  obliga- 
tions do. 

The  Chaikman.  Well,  I  am  not  sure  that  I  understand  that.  Maybe 
I  can  ccmie  back  after  Senator  Brooke  on  that. 

Hi.  Jones.  I  hope  we  didnt  give  you  the  impression  that  we  dont 
think  there  is  a  place  for  appropriate  regulation  of  companies,  both 
as  to  the  competence  of  management,  the  handling  of  company  opera- 
tions, and  the  range  of  investments.  We  just  differed  with  the  particu- 
lar ones  that  are  here. 

The  Chaibman.  It  was  just  that  you  senned  to  make  such  a  good 
strCHig  case  for  the  bill,  and  then  you  come  to  the  conclusion  and  said 
you  opposed  it.  That  surprises  me.  You  should  conclude  therefore  we 
diink  it  is  a  fine  bill,  and  we  support  it  enthusiastically. 

Mr.  Jones.  It  is  the  form  of  the  bill,  the  content  of  the  bill.  We  do 
think  the  ccmcept  of  federally  chartered  versus  State-chartered  com- 
panies with  true  options  should  be  explored  much  more. 

The  Cbaissun.  Senator  Brooke. 

Senator  BuooKa  Thank  you,  Mr.  Chairman.  Mr.  Chairman,  if  I 
may  take  the  liberty  of  summarizing  the  testimony  of  the  three  panel- 
ists, first,  the  American  Insurance  Association  feels  that  a  Federal  in- 
surance guaranty  program  would  be  desirable,  but  they  do  not  endorse 
the  bill. 
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Second,  the  Alliance  of  American  Insurers  is  opposed  to  tiie  biH 

Third,  the  National  Association  of  Independent  Insurera  has  throwD 
everything  at  us  bnt  the  kitchen  sink,  and  only  held  back  on  that  be- 
cause they  issue  product  liability  insurance  on  kitchen  sinks. 
[Laughter.] 

But  having  summarized,  I  do  have  a  few  brief  questions  to  ask. 

Mr.  Jones,  I  take  it  you  share  my  concern  abcmt  the  potential  prob- 
lems eoifraidered  by  postinsolvency  assesanentsl 

Mr.  JoMKs.  Yes,  sir. 

Smator  Brooke.  Would  you  care  to  expand  on  your  prepared  n- 
roaiira  in  that  area  i 

Mr.  Jones.  In  shortening  my  statement,  I  left  out  a  couple  of  yovr 
quotes,  but  we  do  agree  with  them,  Senator  Brooke. 

At  (me  time  Senator  Proxmire  said  that  we  'hadn't  made  a  case  ior 
the  need  for  a  Federal  guaranty  system,  but  we  almost  did.  Through 
the  very  excellent  cooperation  of  Maximilian  WalIa<A  and  scHne  of  the 
people  in  the  industry  who  were  competitors  in  a  very  great  sense  with 
GEICO,  we  felt  the  greater  part  of  wisdom  was  to  bring  assistance  to 
GEICO,  rather  than  taking  it  through  a  totally  inadequate  insolvnu^ 
system.  They  couldn't  see  a  reasonable  end  to  handling  all  of  tlw 
claimants  and  ai\  of  the  policyholders  that  would  be  involved  in  that 
procees. 

If  I  can  go  back  to  1969  when  we  supported  the  Magnuson  bill,  I  re- 
eaSl  very  dearly  the  chairman  of  Fireman's  Fond  Insurance  Co.  of 
California  saying  he  had  gone  to  his  management  the  last  time  and 
adffid  for  voluntary  contributions  on  the  part  of  his  company  to  pay 
the  daims  of  incompetent  managemrats  or  even  dishonest  manage- 
ments. For  that  reason  we  wanted  to  set  up  a  system,  and  we  took  as 
a  model  the  Federal  Deposit  Insurance  Corporation,  where  we  coidd 
anticipate  this,  as  an  expense  of  doing  Iwsiness,  and  we  oould  put  it 
into  a  fund.  There  would  be  some  supervision  of  the  companies  to 
protect  against  the  necessity  of  using  the  insolvency  fund. 

Actually  what  happened  was  the  chairman  of  Fireman's  Fund  no 
longer  has  the  option  to  ask  if  his  comj»iny  would  contribute  to  mak- 
ing up  deficits  of  insolvent  companies,  he  has  to  now  under  the  poet- 
somtu^  assessment  fund  in  California. 

So,  it  is  a  case  of  whether  yon  are  going  to  anticipate  insolvenciee, 
having  everybody  contribute  to  the  fund  with  a  supervision,  or  not 
.We  were  afraid  of  using  the  State  preinaolvency  assessment  funds  for 
the  ample  reason  they  have  been  mvaded  in  every  State  where  they 
have  existed.  There  has  been  the  use  of  the  fund  for  other  purposes,  or 
recently  the  use  of  the  funds  for  investments  that  we  didn't  think  wen 
the  soundest  in  the  case  of  New  York  State. 

Senator  Brooke.  I  thank  you.  I  am  glad  that  you  have  expressed 
your  opinion  on  the  GEICO  potential.  Some  witnesses  have  sort  of  indi- 
cated that — well,  I  think  it  is  fair  to  characterize  their  statements 
as  saying  that  they  want  to  minimize  the  potential  danger  of  the 
GEICO  situation.  You  have  not.  I  think  you  and  I  probably  agree,  we 
don't  believe  you  have  to  have  a  fatality  at  the  comer  before  you  put 
up  a  stop  sign. 

Mr.  JoxES.  We  had  some  major  companies  that  made  a  great  deal 
of  effort  to  rescue  GEICO  and  they  did  it  because  they  just  couldnt 
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see  theonselTes  &cing  the  alternative.  And  their  agents  were  not 
entirely  pleased  with  the  fact  they  chose  that  course. 

Senator  Brooke.  Do  you  think  the  present  State  guaranty  system 
could  CM>e  with  a  major  company  insolvency  f 

Hr.  J0NB8.  No,  sir,  we  do  not.  It  has  even  been  slow  in  some  cases 
when  ihare  were  writings  in  several  States. 

Semator  Brooke.  Mr.  Maisonpierre,  we  have  received  considerable 
testimony  about  the  imeven  quality  of  State  insurance  regulations 
for  solvCTicy  purposes. 
What  is  your  view  on  that  matter  t 

Mr.  Maibonfiebee.  There  is  no  doubt  that  there  is  variance  among 
die  States  in  the  quality  of  regulation.  But  if  you  look  at  the  Stat^ 
in  which  most  companies  are  domiciled,  you  will  find  that  those  States 
have  demonstrated  exceedingly  fine  regulatory  capacity,  particularly 
over  the  past  decade. 

In  addition,  I  think  that  one  area  which  is  so  often  overlooked  is 
the  role  being  played  by  the  central  office  of  the  National  Association 
of  Insurance  Commissioners,  in  bringing  to  individual  State  com- 
missioners the  resources  which  they  as  individual  commissioners  prob- 
ably would  not  have.  The  new  early  warning  system  established  by 
NAIC  some  few  years  ago,  following  the  McKinsey  report  certainly 
is  a  tremendous  new  asset  and  tool  for  insurance  commissioners  to 
regulate  for  solvency. 

And  we  believe  as  this  system,  which  you  have  recognized  even  in 
your  bill,  as  this  system  is  further  attuned,  it  will  become  an  extremely 
efBcient  system  to  identify  companies  which  are  about  to  get  into 
trouble  before  they  do  get  into  trouble. 

Senator  Brooke.  Now  you  expressed  a  concern  that  was  also  ex- 
pressed by  others  regarding  the  ability  of  insurers  to  pool  loss  data, 
if  they  were  subject  to  the  antitrust  laws.  But  couldn't  we  obviate 
that  problem  in  a  bill  like  this  by  providing  a  specific  exemption  from 
the  antitrust  laws  for  legitimate  pooling  ? 

Mr.  Maibontiehre.  Yes ;  there  is  no  doubt  that  if  McCarran-Fergu- 
son  were  to  be  repealed,  that  one  could  plow  back  into  Federal  legis- 
lation certain  antitrust  immunities  whidi  would  be  necessary  for  the 
insurance  industry. 

Senator  Brooke.  Couldn't  we  grant  exemptions?  Would  you  have 
to  repeal  the  McCarran- Ferguson  Act ! 

Mr.  Maisonpierre.  Yes ;  there  could  be  a  partial  repeal  of  McCarran- 
Ferguson.  The  point  is  this,  that  the  insurance  industry  and  its  scope 
of  its  responsibilities  is  kind  of  a  moving  target.  What  is  necessary 
today  or  what  may  well  be  necessary  tomorrow  may  not  be  envisaged 
today. 

So  that  one  would  have  to  continuously  look  at  the  McCarran-Fer- 
guson  law  to  assure  that  the  insurance  industry  is  capable  of  meeting 
its  obligations.  Further,  the  demands  being  placed  on  the  industry  are 
usually  the  demands  that  must  be  met  within  a  relatively  short  time, 
a  time  so  short  as  to  preclude  the  ability  of  legislation  review  unless 
it  is  a  major  emergency. 

Senator  Brooke.  Mr.  Mertz,  the  general  counsel  of  one  of  your  mem- 
ber companies,  Armour  Hank  of  Nationwide,  has  produced  a  paper 
entitled  "Insolvent  Beinsurance  Proposal,  Industry's  Alternative  to 
Assessment,  State  Fimds,  Federal  KegulatiOTi." 
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Are  you  aware  of  thatf 

Mr.  Mbbtz.  Yes,  sir. 

Sttifttor  Brooke.  Would  you  care  to  comment  on  it  1 

Mr.  Mertz.  I  can  say  this  has  received  a  frreat  deal  of  very  carefol 
study  and  is  still  under  careful  study  not  only  within  our  association, 
but  the  barebones  or  broad  outlines  of  it  have  been  made  known  to  the 
NAIC,  or  the  existence  of  the  proposal,  to  NAIC  and  others  in  indns- 
try  who  are  actively  working  under  NAIC  auspices  on  the  insolvency 
problem.  It  has  been  studied,  it  is  still  on  the  top  of  the  table. 

It  presents  many  formidable  problema  At  the  same  time,  it  has 
enough  interesting  aspects  to  it  so  that  it  is  being  given  further  study. 

Senator  Bbooke.  Mr.  Jones,  would  you  or  any  others  wish  to  com- 
ment on  this ! 

Mr.  Mertz.  Before  you  leave  me,  sir,  I  would  like  to  add  to  some- 
thing  Mr.  Maisonpierre  said  in  response  to  your  question  about  U»- 
McQtrranAct. 

Senator  Brooke.  Yes,  please. 

Mr.  Mertz.  At  the  time  of  the  study  by  the  Justice  Department  of 
tiie  question  of  whether  the  McCarran  Act  should  be  repealed,  modi- 
fied, and  so  on,  those  of  us  in  industry — and  there  was  quite  a  croes- 
section  of  industry  that  was  invited  in  to  express  their  views — 
^neesed  to  the  Justice  Department  our  concern  over  the  very  points 
yon  raise,  and  the  point  we  raised  here,  about  the  great  necessity  for 
certain  types  of  joint  activities  to  be  carried  on  by  the  insurance 
industry,  not  with  the  idea  of  restraining  trade,  but  facilitating  trade, 
and  also  making  it  possible  for  all  companies,  including  the  smaller 
tmee,  to  compete. 

The  Justice  Departmmt  in  the  early  stages  of  the  study  said,  **A11 
of  the  problems  you  folks  around  Hob  table  are  telling  us  could  occur 
if  we  amended  or  repealed  the  McCarran  Act,  coud  they  not  be 
solved  by  simply  putting  a  provision  in  there  to  protect  yout"  So  a 
discussion  commenced  about  how  mamr  exceptions  you  would  need. 
And  that  discussion  went  on  at  great  length.  I  was  interested  to  ob- 
serve in  the  report  that  the  Justice  Department  ultimately  put  ont, 
and.  also  in  Mr.  Sims'  comments  yesterday,  that  as  they  studied  the 
prablnn  more  and"  more,  the  more  complicated  they  found  it. 

We  submitted  a  very  elaborate  memorandum  to  the  Justice  Depart- 
ment, and  in  that  memorandum  we  laid  out  many  of  these  que^ona 
as  to  how  you  could  open  up  the  antitrust  laws,  or  rather  eliminate  tlte 
insurance  immunities  from  the  antitrust  laws  in  a  large  area,  and  at 
&6  same  time  by  language  in  the  McCarran  Act  repealer  protect  the 
things  that  needed  to  be  protected. 

And  then,  to  carry  that  further,  we  attached  to  our  memorandum 
a  detailed  outline  showing  step  by  step  how  rates  are  made,  the  data 

fathered,  analyzed,  trends  proiected.  rates,  a  long  list.  We  said  to  the 
ustice  Department  in  the  memorandum,  "Would  you  please  tell  us 
where  you  are  going  to  draw  the  line  between  what  is  to  oe  permitted 
and  what  is  not  to  be  permitted  1" 

Now,  in  searching  their  commentary,  they  discuss  it  a  great  deal, 
but  they  have  never  drawn  that  line,  they  have  never  come  forward — 
and  I  am  not  being  critical — with  any  specific  statutory  luiguage  that 
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they  would  suggeet  that  could  do  the  kind  of  tidxig  you  are  talking 
about. 

And  I  gat^r  from  Mr.  Sims'  statement  that  they  axe  no  closer  to 
that  then  they  were  6  months  or  a  year  ago. 

So  it  is  a  very  d^cult  pn^lem.  The  problem  is  that  if  you  put  in 
all  of  the  exceptions  you  need  to  make,  you  are  pretty  much  back 
where  you  are  now  in  the  McCarran  Act 

Senator  Bbooke.  Thank  you,  Mr.  Mertz. 

Mr.  JoNBS.  Senator  Brooke,  back  to  the  private  guaranty  funds,  we 
have  examined  this  very  extensively  over  a  number  of  years,  and  nave 
tried  to  take  various  approaches.  We  tried  to  take  the  Securities 
LiveBtors  Protection  Corp,  as  a  model  and  work  out  a  system  tliat 
way.  One  of  the  governors  said  to  us,  it  seems  you  need  the  SEC  to 
make  it  work  witn  rc^rd  to  your  business.  So  we  had  to  abandon  that 
effort. 

We  ^tlored  the  possibility  of  State-chartered  private  guaranty 
funds.  These  would  have  to  be  voluntary,  there  is  no  way  around  that. 
Private  industry  cannot  have  the  power  to  force  other  people  to  come 
in.  The  monopoly  of  power  should  be  placed  in  government.  We  had 
to  arrive  at  the  conclusion  that  the  strong  and  rich  would  choose  to 
f^  bother  in  one  guaranty  fund,  and  leave  the  less  strong  and  less 
rich  to  self-guarantee  themselves  voluntarily  in  other  funds. 

Then  we  considered  coming  in  with  a  Federal  chartered  privately 
operated  company,  but  we  ran  into  the  same  problem. 

We  are  aware  of  the  nationwide  proposal,  which  is  similar,  except  it 
would  be  in  mutual  form,  and  we  are  following  it,  but  it  is  going  to 
suffer  from  the  problem  of  how  you  enforce  the  right  of  exammation. 
Would  insurance  companies  tell  competitors  they  are  not  valuing  re- 
serves correctly,  or  not  pricing  his  product  accordmgly  ¥ 

We  have  found  it  impractical  to  adopt  a  private  guaranty  system. 

Mr.  Maisonpierre.  Senator  Brooke,  we  have  also  examined  the 
nationwise  approach,  as  well  as  many  others  that  have  been  proposed. 
There  seems  to  be  a  feeling  by  some  people  that  one  can  come  up  with 
a  solution  to  the  insolvency  problem  which  will  be  a  fine  solution.  We 
don't  think  there  is  a  fine  solution.  We  think  our  alternatives  are  among 
imdesirable  solutions,  becausft  we  are  trying  to  solve  something  which 
is  a  very  unfortunate  situation. 

We  believe  that  at  present  the  State  insolvency  system,  at  least  in- 
sofar as  property  and  casualty  insurance  is  concerned,  is  working  fair- 
ly well,  considering  the  fact  that  it  is  a  fairly  recent  system  that  has 
been  put  into  operation. 

We  believe  that  the  States  are  in  the  process  of  moving  in  the  direc- 
tion of  providing  the  funds  with  early  access  to  the  insolvent  com- 
pany's assets.  This,  we  think,  is  going  to  be  a  major  improvement  over 
the  present  system.  It  will  substantially  diminish  the  assessments 
made  on  the  companies  to  pay  for  insolvencies  and  we  believe  it  will 
greatly  facilitate  the  handling  of  a  major  insolvent  company. 

I  would  like  to  discuss  for  a  second  the  GEICO  situation.  Frankly,  I 
don't  think  that  GEICO  today  would  be  a  company  had  there  not  t>een 
a  State  insolvency  system  in  operation.  Essentially,  what  saved 
GEICO  was  the  State  system. 

Sure,  the  system  did  not  come  and  provide  funds  through  an  assess- 
ment procedure.  But  the  State  fr^stem  forced  other  insurance  com- 
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panies  into  an  action,  which  in  fact  has  rehabilitated  the  GKICO  com- 
pany. 

I  think  that  is  a  great  plus  for  the  State  system. 

Senator  Brooke.  I  won't  get  into  a  debate  on  this,  but  you  and  Mr. 
Jones  seem  to  differ  as  to  what  saved  GEICO.  Mr.  Jones  thinks  it  was 
the  private  insurers,  and  you  think  it  was  the  State  guaranty  fund. 
Was  it  ever  insolvent  at  any  time  t 

Mr.  Mektz.  It  was  never  adjudicated;  no. 

Senator  Bbooee.  De  facto ! 

Mr.  Mebtz.  Sir,  I  think  Commissioner  Kinder  of  California  indi- 
cated that  his  very  able  Department's  examination  of  tiie  Company 
indicated  they  did  not  feet  the  picture  was  as  bleak  as  many  veie 
saying  it  was. 

Senator  Brooke.  I  do  recall  that.  What  that  means  I  am  not  son. 

Mr.  Mertz.  He  could  perhaps  elaborate  on  it.  But  I  did  not«  that 
with  great  interest. 

Mr.  MAisoNPiERitE.  Senator  Brooke,  I  believe  that  the  knowledge 
that  the  companies  would  have  to  come  up  with  an  assessment  in  the 
eventuality  of  an  insolvency  is  what  forced  the  companies  into  going 
another  route. 

Now,  true,  some  of  the  companies  may  not  have  been  very  pleased 
with  what  they  had  to  do. 

Senator  Brooke.  They  had  to  subsidize  their  competitor  and  ibat  is 
not  usually  the  way  you  do  business. 

Mr.  Maisonpierre.  They  rescued  a  competitor  to  the  extent  rescoe 
was  necessary.  But  this  is  what  would  have  been  done  under  any 
insolvency  fimd,  either  preassessment  or  postassessment. 

Mr.  Jones.  I  think  Mr.  Maisonpierre  and  myself  are  saying;  the  same 
thing  in  different  language.  He  is  saying  the  State  postinsolvNU^ 
assessment  system  scared  the  companies  into  a  rescue  effort,  rather 
than  using  the  State  system. 

Senator  Brooke.  But  the  rescuers  were  the  companies,  is  that  correct  J 

Mr.  Mertz.  There  is  no  question.  No,  I  would  say  maybe  not  scared, 
Senator,  but  the  existence  of  a  potential  assessment  of  the  State  in- 
solvency fund  gave  those  companies  that  were  called  in  by  Super- 
intendent Wallach — and  great  credit  is  due  to  hiin — it  gave  those 
companies  a  business  reason  for  doing  what  they  did.  They  have  been 
motivated  to  do  a  lot  of  things  in  the  industry,  but  every  company 
has  to  j  ustify 

Senator  Brooke,  Out  of  fear  of  regulation  ? 

Mr.  Mertz.  Well,  out  of  fear  of  repercussions  if  this  big  company 
collapsed.  What  I  am  saying  is  that  alone,  had  there  been  no  State 
insolvency  funds,  that  concern  alone  might  have  made  it  difficult  for 
managements  to  go  back  to  their  boards  and  say  "we  want  to  step  in 
here  and  help  GEICO."  With  insolvency  funds,  they  could  say  "fur- 
thermore, Mr.  Board  of  Directors,  if  we  dont  do  it,  we  are  liable  to 
get  a  bigger  assessment  under  the  State's  assessment  fund ;  let's  Iraep 
this  operation  going,  because  if  it  collapses  the  liabilities  are  going  to 
be  many  times  greater  by  the  time  it  gets  to  the  liquidators." 

Senator  Brooke.  We  may  have  a  different  heanns  had  it  failed. 

The  Chairuan.  We  might  even  pass  the  Brooke  bill. 

Senator  Brooke.  I  donx  know  if  we  could  go  that  far. 
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Mr.  IfAiBONTiERBE.  Senator  Brooke,  I  think  one  of  the  problems  we 
see  under  your  proposed  bill  is  the  following.  Let's  assume  a  GEICO 
mtustion.  I  can  visualize  a  number  of  companies  that  haJd  decided 
initially  not  to  participate  in  the  Federal  guarantee  program,  now 
seeing  the  potential  assessment  which  the^  are  going  to  have  to  pay 
if  the  company  becomes  insolvent,  so  they  immediat^y  apply  for  and 
achieve  Federal  guarantee  status.  Who  then  is  left  at  the  State  level 
to  pick  up  the  insolvencies  resulting  from  such  a  company? 

Senator  Bbooke.  I  don't  think  that  necessarily  would  follow,  frankly. 
That  will  take  some  time.  I  dont  think  every  company  woidd  opt  to 
go  into  the  Federal  system,  even  all  of  the  large  companies. 

Mr.  Maisonpiebre.  It  would  depend  on  the  size  of  the  insolvency.  If 
the  insolvency  is  large  enough,  the  companies  would  have  to  look  at 
the  economic  advantages.  I  am  afraid  there  will  be  a  run 

Senator  Bbooke.  There  are  advantages  to  the  State  system.  I  just 
don't  think  there  will  be  a  general  exodus  from  the  State  to  the  Fed- 
eral system.  It  is  purely  volimtary,  and  they  will  look  at  it.  They 
dont  even  have  to  stay  in  the  system.  They  can  take  the  option  of 
going  with  the  Federal  system  and  change  their  minds  and  come  back 
in  the  State  system. 

Mr.  Maisonpeerrz.  That  is  a  pretty  complicated  mechanism. 

Senator  Brooks.  But  I  am  saying  it  is  purely  voluntary.  There  is 
no  mandate. 

Mr.  Mamonfubhe.  One  more  thing  about  the  GEICO  situation. 
I  doubt  very  much  if  any  of  the  companies  that  participated  in  the 
program  to  strengthen  GEICO  will  lose  a  penny  of  the  money  they 
invested.  I  think  that  they  will  not  lose  a  penny  invested. 

Senator  Brooke.  I  must  say  to  you  certainly  I  am  concerned  with 
the  OEICO  potential.  But  I  am  also  concerned  with  the  rather  huge 
underwriting  loss  which  could  reoccur.  What  then  could  happen  to 
poli<7hoIders  if  we  did  have  these  insolvencies?  They  would  be  in 
serious  condition.  I  think  we  made  some  cases  already  where  pohcy- 
holders  are  injured  by  the  present  system. 

Mr.  Maisohpierrb.  With  the  early  warning  system  being  as  finely 
tuned  as  it  is  today,  we  dont  believe  the  GEICO  situation  would  have 
been  allowed  to  develop  under  present  conditions  as  far  as  it  did  at  that 
time. 

Senator  Brooke.  My  time  is  up.  Thank  you,  Mr.  Chairman. 

The  Chairican.  Let  me  ask  a  couple  of  questicois.  Mr.  Maisonpierre, 
I  would  like  to  get  into  another  kind  of  approach.  I  have  been  arming 
that  the  insurance  situation  we  have  in  this  country  has  operated  very 
well,  compared  to  the  failure  of  banks  and  so  forth,  and  that  has  been 
pointed  out  by  other  witnesses  also,  Mr.  Jones  and  Mr.  Mertz.  The  in- 
surance indu^ry  has  done  well. 

But  the  one  kind  of  economic  development  that  I  think  would  be 
devastating  to  insurance  ctunpaniea  is  a  terriBc  rate  of  inflatiiHi  over 
a  period  ofyears. 

The  income  of  insurance  companies  is  pretty  much  fixed  for  long 
periods.  Your  investment  income  tends  to  be  fixed,  you  are  very  heayilv 
in  fixed  obligations.  Your  premium  income  is  fix^  over  a  longperiod. 

On  the  otner  hand,  if  you  have  a  sudden  inflation,  ^our  liabilily 
losses  go  up  sharply.  Whereas  the  depressiim  was  a  deflationary  period, 

DigiLizedbyGoOglc      ^ 


470 

that  vras  one  of  the  reasons  why  insnrance  ccmipanies  did  relatively 
well,  but  a  period  of  terrific  inflation  that  we  might  very  well  have  in 
this  country — many  eranomists  fear  that — wouM  put  the  insurance 
companies  m  great  difficulty. 

The  reason  I  bring  this  up  is  because 

Senator  Bsooke.  It  would  really  affect  life. 

The  Ch.\trman,  It  would  nffect  life  even  worse,  but  it  would  affect 
any  product  liability,  for  example. 

Mr.  JoNTS.  That  was  part  of  GEICO.  If  you  go  back,  they  had  to 
make  very  substantial  increases  ia  reserves  because  of  the  cost  of  re- 
pairing automobiles  in  the  fourth  quarter  of  1  year.  It  was  inflation 
in  their  obligations  of  cases  pending  that  threw  them  suddenly  into 
a  very  perilous  position. 

The  Chairman.  The  reason  I  raised  this  problem  is  because  you, 
Mr.  Maisonpierre,  said  you  fear  that  establishment  of  a  Federal  guar- 
anty fund  would  weaken  the  State  guaranty  system  by  leaving  the 
States  with  only  the  weakest  companies. 

There  ia  some  merit  in  that  argument.  But  other  witnesses  have 
ai^ed  the  insolvency  protection  should  better  be  afforded  at  the 
Federal  level,  since  insurance  companies  are  so  big  and  so  widespread 
that  if  you  really  have  a  serious  inflationary  development,  for  example, 
that  many  States  wouldn't  have  the  reserves,  the  funds  to  provide  the 
protection  in  another  series  of  G-EICO's.  where  as  the  Federal  Gov- 
ernment with  a  naticHial  system  backing  it  up  would  be  in  a  position 
to  provide  this. 

Mr.  Maisonpierbe.  Mr.  Chairman,  I  would  agree  with  you  100 

Krcent,  that  inflation  is  extremely  detrimental  to  insurance,  particu- 
:ly  property  and  casualty  insurance.  To  the  extent  that  we  have 
open  competition,  the  companies  can  charge  the  rates  which  tliey 
believe  are  commensurate  with  tlie  risks  being  insured,  then  they  can 
feed  into  the  rate  structure  some  trends,  some  factors,  to  take  care  of 
future  inflationary  costs. 

The  Chairuan.  But  that  takes  a  while  to  cure  your  problem,  doeent 
itl 

Mr.  Maisonpterrb.  Xo  ;  in  the  costing  of  insurance,  you  never  cost 
your  product  to  recoup  for  past  losses.  You  always  cost  your  product 
in  the  anticipation  of  what  the  losses  are  going  to  be. 

The  Chairman.  I  agree  with  that.  I  think  that  is  right,  in  the  \<mg 
run  there  is  no  question  that  you  can  come  out  if  you  anticipate  what 
kind  of  inflation  you  are  facing.  But  if  you  cant  do  that,  and  we  dont 
know  what  the  inflation  rate  will  be — if  there  is  anything  the  eomO' 
mists  have  fallen  flat  on  their  faces  on  it  is  predicting  inflation.  In 
1974  the  Council  of  Economic  Advisers  was  saying  it  would  be  2  per- 
cent at  the  end  of  the  year,  and  it  was  12  percent.  It  is  hard  to  predict 
thia 

If  we  are  hit  with  inflation,  and  we  cant  anticipate  it,  then  it  would 
seem  to  me  we  mif^t  have  a  serious  crisis  in  the  insurance  industry. 

Mr.  Maisonpierre.  We  have  lived  with  inflation.  We  have  had  in- 
flation. The  insurance  industry  is  learning  to  cope  with  inflati<Hi.  I 
think  one  of  the  problems  we  have  today  with  product  liability  for 
instance  is  that  the  industry  has  suddenly  realized  it  is  going  to  be 
paying  losses  many  years  after  having  collected  the  premium,  and 
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that  the  dollar  which  it  will  have  to  use  to  pay  those  losses  is,  the  dollar 
bung  collected  in  premiuma,  will  have  dei^ued  considerably.  Accord- 
ingly, the  industry  has  fed  into  its  rating  system  some  factors  to 
compensate  for  this  future  loss. 

Trie  consumers,  the  buying  public,  doesnt  recognize  there  have  been 
some  changes  in  the  concept  of  insurance  pricing,  recognizing  the 
fact  that  insurance  has  to  consider  future  social  as  well  as  monetary 
inflatitm,  and  both  are  very  important 

The  Chaibiun.  I  understand  your  response,  I  think  it  is  Gib  best 
response  you  could  give  under  the  circumstances.  But  I  still  argue  that 
if  you  cant  predict  it,  and  we  might  have  a  high  rate  of  inSation  that 
^oa  armt  going  to  have  built  into  your  structure.  If  you  do  build  it 
into  your  premiums,  that  kind  of  inflation,  and  we  don't  get  it,  then 
you  will  have  windfall  profits  that  you  would  have  a  lot  of  complaints 
about,  too. 

Mr,  Maibontierre.  That  is  right.  This  is  the  reason  I  believe  t^at 
whatever  is  built  into  the  rate  structure  today  to  account  for  inflation 
could  still  prove  to  be  somewhat  inadequate. 

iSr.  Munz.  Senator,  one  point  on  that^  s  small  point. 

I  think  that  the  experience  that  the  industry  went  through  in  1974 
and  1975,  which  was  a  combination  of  rampant  inflation  on  the  one 
hand,  and  a  tremendous  drop  in  the  securities  market,  which  are  not 
supposed  to  happen  tc^ther,  was  probably  the  worst  set  of  circum- 
staiu»s — not  the  very  worst,  but  almost  the  worst  set  of  circumstances 
yon  can  imagine  for  our  business.  It  was,  I  might  add,  unprecedented. 
And  it  almost  you  might  say  approached  the  impact  of  the  Great  De- 
pression on  banks,  but  not  quite  so  much. 

The  Chairican.  If  it  had  gone  on  a  while  longer,  and  been  a  greater 
inflation,  you  might  have  hui  some  very  serious  difficulties  in  the  in- 
surance industtr. 

Mr.  Mebtz.  Indeed,  if  it  had  gone  on  long  enough,  nothing  would 
have  saved  it. 

But  it  is  important  to  note  our  industry  weathered  that  storm. 

The  Chaihhan.  That  is  a  good  answer.  I  would  like  to  ask  one  more 
question  of  Mr.  Jones. 

You  say  the  pattern  of  State  regulation  of  insurance  companies 
lacks  uniformity,  and  is  disappointing,  but  you  oppose  Federal  regula- 
tion, you  say  that  the  State  regulation  could  be  much  improved  if  more 
attention  were  paid  to  the  interstate  nature  of  the  insurance  business. 

Mr.  JoKcs.  Kight. 

The  CHAntuAK.  Why  wouldn't  it  be  possible,  as  Senator  Brooke 
argues,  that  Federal  regulation  might  improve  State  regulation!  It 
might  set  a  standard,  provide  a  buis  for  improvement,  greater  ex- 
pertise, greater  professionalization  of  your  technicians  on  whom  you 
pehr. 

The  case  has  been  made,  and  not  challenged  at  all,  by  a  previous 
witness  that  the  regulators  are  paid  relatively  little,  and  you  cant  get 
more  ctnnpetent  people  in  the  regulating  industry.  So  why  wouldnt  it 
be  likely  if  you  famished  the  kind  of  apparatus  that  Senator  Brooke 
proposes,  the  whole  process  of  regulation  would  be  improved ! 

Mr.  Jones.  That  is  a  possibility.  There  have  also  been  questions 
raised  recently  about  the  level  of  competence  in  Federal  as  well  as  State 
regulators. 
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We  urged  that  the  committee  give  further  consideration  and  study 
to  the  conc^t  of  a  truly  optional  system.  We  have  a  number  of  reasons 
for  that  Some  companies  are  interetate  national  insurance  companies. 
Yet  we  readily  recognize,  Senator,  that  there  are  companies  that  would 
have  no  reason  whatsoever  to  be  involved  with  a  Federal  regulatory 
system. 

There  are  3,300  property  casualty  insurance  companies  in  the  coun- 
try. A.  M.  Best  Co.  keeps  track  of  1,850.  There  are  a  lot  of  fine  reliable 
local  mutual  fire  insuianca  cfonpanies  around  the  countrr.  You  can 
drive  through  upstate  New  York  and  find  New  BerHti  Mutual  Fire 
Insurance  Co.  Tney  insure  property  losses  in  their  area,  and  are  very 
difficult  to  ccnapete  against,  because  they  have  low  operating  costs. 

TTie  ctmcept  shouldltte  explored  more.  If  I  could  go  oact  to  one  of 
your  statements — something  may  happen  right  after  this  testimony — 
we  do  think  that  our  industry  has  a  very  fine  record  of  performance  in 
the  financial  annmunity.  Relatively  Ef>eaking,  we  have  had  fewer 
scandaJs  tlian  might  be  in  other  industries.  We  have  experienced 
Equky  Funding  aSd  others,  but  we  think  there  is  a  fine  record  in  tiiis 
industry,  and  that  was  tiie  reason  we  were  ooncemed  about  tbe  extent 
of  FM^ation  Senator  Brooke  seemed  to  feel  was  necessary  in  S.  1710. 

I  tnink  that  is  what  needs  to  be  reviewed  and  reevaluated. 

The  Chaihhan.  Thank  you.  Senator  Brooke. 

Senator  Brookk.  I  have  no  further  questicsis.  I  asun  want  to  thank 
this  panel,  I  t^iink  they  have  really  contributed.  I  uiink  it  is  going  to 
be  an  excellent  record. 

The  Chairman.  It  has  been  a  very,  very  good  paneL  TTiank  yon, 
gentlemen,  very  much. 

Ilie  committee  will  recess  until  9 :30  tomorrow  morning. 

[Thereupon,  at  12 :50  p.m.  Uie  hearing  was  recessed,  to  reconvene  at 
9 :30  ajn.  uie  following  day.] 

[The  following  letter  was  received  for  the  record :] 

AlfBBIGUr  IlTBCRAHOX  AfleOCIATIOIT, 

WMtHrngtott,  D.a.,  Ootob^  19. 19TT. 
Bon.  EbwAXD  W.  Bbooke, 
Biutea  Office  BuiWnff,  V.B.  Benate, 
WMMMirtON,  D.O. 

Deab  Senatob  Bbooki  :  As  a  sapiriement  to  the  teBtimonf  of  onr  Pretldent 
T.  Lawr^ice  Jc«es  before  the  OMomfttee  on  Banking,  Hotming  &  Urban  Aflatra 
September  IS,  1977,  we  submit  the  fallowing  comments  <»i  the  Inveetmeat  and 
tax  provisions  of  S.  1710  for  ;onr  ctmslderatlon.  We  approach  this  bill  with  fonr 
admonition  In  mind  that  It  Is  a  working  document  to  be  studied  and  crttldiad. 

The  preamble  to  the  Federal  Insurance  Act  states : 

"The  United  States  natlmial  poller  shall  be  to  facilitate  earlr  detection  of  the 
financial  condltl<Hi  <MF  inroirers  which,  If  not  corrected,  render  reasonably  probable 
the  insolvency,  impairment  or  inability  of  snch  Insurers  to  fidflll  their  contrac- 
tnal  obligations  to  policyholders  or  claimants  when  due,  and  to  provide  for  (he 
orderly  winding  down  and  liqaldation  of  insolvent  insurers  by  establishing  a 
Federal  insurance  guaranty  program  wtiich  shall  establish  uniform  standards 
tor  guaran^  status  and  shall  maxlmlae  the  eflkient  ntlUaatlon  of  the  capabilities 
and  faculties  of  private  insurers  In  the  discharge  of  policy  obligations  of  i^vate 
insurers  In  the  discharge  of  policy  obligations  of  private  InsarerB  wUdi  become 
inacrivent  [1102(a)]." 

AsBumtng  one  could  accept  this  premise,  over  which  the  bearings  produced 
substantial  disagreement.  It  Is  difficult  to  understand  why  the  pervasive  scheme 
of  investment  regulation  In  8. 1710  Is  necessary,  or  why  the  subject  of  retaliatory 
state  taxaUon  for  property^casnalty  Inanrera  la  relevant  or  materlaL 
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Id  tbe  csm  <tf  a  Federally  diarterad  Inforer,  the  Federal  lasutance  GommlB- 
aloa  would  be  kItcu  power  to  dlaaQow  any  inTestmait  which  snivorte  poUcy- 
holdcr  obUSHtlonfl  and  mlnlmnm  capital  and  anrplna  if  it  taits  to  meet  tlie 
ataitdard  of  "integrity  and  stat^t;."  This  standard  has  no  vcecedent,  exc^t 
in  a  recent  amaidmesit  to  Sontb  Oarolina  law.  Tlie  Federal  Insurance  Comroia- 
■lon  woold  be  free  to  Interpret  ita  meaning  mnch  in  the  aame  war  as  the  Federal 
Trade  Oommlnion  (ITTC)  decides  what  is  an  "nnfalr  trade  practice."  The  &ct 
the  atandard  In  S.  ITIO  has  little  relatloDshIp  to  prerlous  regiUation  of  Insurance 
InreatmoitB  at  the  atate  Wvti  maj  give  the  new  Oonunlssion  wider  latltnde 
than  FTC  enjoya. 

Bren  thon^  Uie  UU  is  ptes^ited  as  an  optlcm,  which  theoretically  would  allow 
Inamen  to  remain  recolated  by  the  states,  S.17I0  would  bring  to  bear  a  power- 
ful Federal  preaoice  on  the  way  investmentB  are  regulated  at  the  state  level  for 
aar  conpanj  wtilcb  wishes  Federal  guaranty  protectlou  without  a  Federal  char- 
ter. In  cmlnatlng  applicants  for  a  Federal  guaranty  certlflcate,  the  Commission 
la  directed  to  "make  such  esamlnation  ...  as  It  deems  necessary  to  ascertain 
.  . .  [Ital  flnandat  cuiditlcKi  and  fitness.  For  this  purpose,  the  Commission  may 
uttUae  [Its]  employees  .  .  .,  Independent  contractors,  and  other  agencies  of  the 
Federal  OoTemm^it  It  may  take  Into  consideration  reports  of  Independent  an- 
dltora  and  reports  and  certltlcatlous  by  State  supervisory  authorities  [f  103(d)]. 
Hie  bill  repeats  a  prorMon  from  S.38S4 :  "Any  person  exercising  or  possessing 
^ectlve  control  of  a  federally  guaranteed  insurer  shall  tie  subject  to  the  regnla- 
toiranthority  of  theOommisslon"  [{103(e)]. 

Hie  Commisalim  may  refuse  to  Issue  a  certlflcate  upon  determining  an  insurer 
"la  not  financially  safe  and  sound  for  any,  or  any  combination  of  .  .  .  reasons," 
the  first  of  which  being  "assets  supportive  of  the  Inanrer'e  poll^holder  obligations 
fall  to  provide  sufficient  Integrity  and  stability  for  that  purpose"  [1103(h)  (1) 
(B)(l)l. 

Investmente  at  a  federally  guaranteed  insurer,  other  than  a  federally  chartered 
Inanrer,  shall  be  regulated,  In  general,  by  the  laws  and  regulations  of  .  .  .  [the] 
State  ot  domicile  and  .  .  .  States  In  which  It  transacts  Insurance  unless  the  Com- 
mlsaton  shall  determine,  after  hearing,  that  the  laws  or  regulations  of  such  State 
or  States  fail  to  require  that  the  minimum  policyholders'  surplus  and  resnre 
UaUUties,  including  the  loss  reserreB,  unearned  premium  reserve,  and  mortality 
and  morbidity  reserve  ...  be  covered,  to  a  reasonable  degree,  by  admissible  as- 
sets aC  sufficient  Integrity  and  stability  .  . .  Upon  making  such  findings,  the  Com- 
mlBSlon  shall  Issue  such  order  as  Is  necessary  to  bring  the  insurer's  Investments 
Into  compliance  ...  or  to  terminate  It  status  as  a  federally  guaranteed  insurer 
.  .  .  The  Commission  Is  authorised  to  Issue  a  subpena  requiring  the  insolvent  In- 
surer to  furnish  such  books,  records,  or  other  materials  [S103(J)].  The  degree 
of  CMitroI  whidi  the  Commission  would  possess  over  non-chartered  federally 
guaranteed  Insurers  may  be  more  strict,  even  though  indirect,  than  the  direct 
control  it  would  possess  over  federally  chartered  Insurers.  In  non.chartered  com- 
panies, minimum  policyholders'  surplus  and  reserve  liabilities  must  be  covered 
by  admitted  assets,  to  a  reasonable  degree,  "of  sufficient  integrity  and  stability," 
"Hiere  is  no  basket  of  30%  policyholders  surplus  cut  Into  this  requirement.  For 
Federally  chartered  Insurers,  only  policyholders  obligations  plus  minimum  capital 
and  sorplua  must  be  covered  by  assets  of  Intergrlty  and  stability.  Tlie  full  im- 
plications of  this  distinction  are  difficult  to  weigh. 

The  [dilioBophy  underlying  the  pervasive  regulation  of  Invested  assets  In 
S.1710  appears  to  assume  an  insurer  must  be  able  to  pay  all  of  its  policyholders 
obligations  simultaneously,  or  within  a  very  short  span,  insolvencies  do  not 
occur  In  this  manner.  Outstanding  obligations  mature  in  the  regular  course  of 
hnstaesB.  Insurers  collect  policyholder  funds  In  advance  for  distribution  in 
claims  at  a  later  date.  As  long  as  an  Insurer  enjoys  a  positive  cash  flow  it  will 
be  able  to  meet  policyholder  obligations  even  though  the  value  of  liabilities  at 
a  given  time  may  exceed  the  value  of  assets.  We  believe  the  attempt  In  8.1710 
to  limit  investment  risks  rigidly  by  law  would  accelerate  the  danger  of  In- 
■olvemcy  by  removing  management's  ability  to  relate  investments  to  dLfferent 
risks  associated  with  the  varying  mix  of  business  written  by  each  insurance 
company,  and  to  respond  rapidly  to  changing  conditions  In  our  complex  economy. 

Containing  Investment  risk  alone  Is  meaningless  in  protecting  policyholders 
adequately  against  insolvency.  Underwriting  risk  must  also  be  considered.  No 
more  than  one  percent  of  recent  insolvencies  may  be  attributed  to  Investment 
losses.  The  predominant  causes  of  insurance  InBOivenciee  have  been  underwrit- 
ing losses  and  dishonest  manag«nent.  A  more  relevant  means  of  accompUshlng 
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the  national  policy  enunciated  in  S.17I0  would  be  to  establish  an  effective  early 
warning  system  which  operates  under  the  concept  of  "mnltlvarlnte  discriminant 
analyale."  We  are  carrentlr  dlBcnsalng  the  desirability  of  an  early  warning  ays- 
tern  geared  to  "multivariate  discriminant  analysis"  with  the  National  Aasoda- 
tion  of  Insurance  CommlssloQera  (NAIC). 

Section 2M(b)  of  S.1710 states: 

"Nothing  in  this  section  may  be  constructed  to  deny  to  an;  State  the  right  to 
levy  tases  or  to  require  license  fees  for  federally  chartered  lusorerB  .  .  .  except 
that  a  federally  chartered  Insurer  has  no  liability  to  any  State  for  a  tax 
measured  by  gross  premiums  or  net  premiums  collected  to  the  extent  that 
the  amount  .  .  .  exceeds  .  .  .  the  amount  which  would  be  imposed  cm  the  same 
amount  of  groes  or  net  premiums  of  the  least  taxed  insurer  .  .  .  doing  the 
same  type  of  bu^ness  and  organized  under  the  laws  of  any  State.  .  .  .  Blxcept 
as  otherwise  provided  herein,  a  federally  chartered  insurer  ehall  for  tax  pur- 
poses be  taxed  at  no  higher  rate  than  a  foreign  Insurer  doing  the  same  type 
of  business  in  any  State  in  which  It  Is  anthorlBed  to  do  business." 

We  have  ex[dored  carefnlly  the  way  In  which  section  SM(b)  would  Impact 
state  taxation  of  property-casualty  Insurers,  and  have  discovered  little,  If  any, 
benefit  Clearly  it  would  not  eliminate  all  retaliatory  state  taxes.  Uany  retalia- 
tory taxes  are  not  measured  by  premiums.  A  State  could  continue  under  S.  1710 
to  diarga  domestic  Insurers  a  higher  or  lower  rate  of  taxation  than  would  be 
charged  federally  diartered  Insurers  operating  in  the  same  State.  States  would 
also  be  able  to  continue  offering  domestic  Insurers  lower  tax  rates  than  for^gn 
Insurere  which  compete  in  the  domestic  Insurer^  home  state.  Because  the  effect 
of  section  2M(b>  is  equivocal.  It  mi^t  cause  States  to  raise  the  rate  of  taxation 
oa  all  property-casual^  Insurers  to  compensate  for  expected  revenue  loasea,  with- 
out offering  any  Kp[H«ciabIe  relief  to  insurance  companies.  On  baalnce,  our  mun- 
bers  believe  the  existing  State  system  of  taxation  is  worUng.  We  are  apprtiioi- 
alve  that  an  attempt  in  S.  1710  to  explore  this  subject  may  cause  States  to  Increaae 
the  level  of  taxation.  The  fear  by  the  States  of  lodng  revenue  from  taxaUra  at 
Insurance  companies  as  a  result  of  the  Bovtheatt  VnierKrtteri  decision  was  Che 
prlndpel  reason  Congress  enacted  the  HcCarran-Fergnson  Act  Section  204(b>. 
taken  In  context  with  other  provialons  In  S.  1710,  raises  obliquely  many  guestlwa 
about  the  current  taxation  of  Insurers  under  the  Internal  Bevenne  Code.  This 
would  almost  certainly  invoke  the  Jnrlsdiction  of  tlie  8«iate  Einance  Commit- 
tee and  the  House  Ways  and  Means  Committee.  We  respectfully  aaggest  section 
20i(b)  Is  not  relevant  or  material  to  the  fundamental  objectives  of  S.  1710,  and 
should  be  deleted.  We  firmly  believe  the  Federal  Inaorance  Act  ahouM  take  no 
actl<Hi,  directly  or  Indirectly,  which  would  affect  the  exisUDB  method  of  taxing 
property-casualty  Insurers  at  the  State  level,  or  under  the  Internal  Bevenne 
Code. 

Our  more  spedflc  concerns  regarding  S.  1710  are  stated  below : 

1.  No  distinction  Is  made  between  life,  liealth  or  property-casualty  insuraooe. 
Investments  by  all  Insurance  ccnnpanies  would  be  regulated  In  common  by  Sec- 
tion 20S  of  S.  1710.  Traditional  distinctions  between  the  appr^irtateness  trt  vari- 
ous categories  of  investmoits  for  dlfFerent  Insurance  fancti<«is  are  ignored  gen- 
erally. The  evolutionary  way  these  distinctions  have  devdoped  at  the  state  levd 
Is  disregarded.  Limited  recognition  of  the  need  for  such  distiuctlons  may  he 
found  in  Bubsection  20B(g>(12>,  (IS)  and  (14)  which  permit  life  compaulea  to 
invest  assets  supporting  policyholder  obligations  in  loans  to  pollcyholdera  who 
pledge  their  policy  as  collateral,  and  in  bonds  or  notes  secured  by  certain  classes 
of  real  property,  or  insured  by  the  U.S.  Oovemment. 

The  tendency  to  look  upon  life,  health  and  property-casual^  insurance  as  mie 
industry  which  ^onld  be  r^nlated  in  the  same  manner  a^eara  also  in  the 
approach  towards  Issuing  a  Federal  t^iarter : 

"In  the  case  of  a  gTOiu>  or  fleet  of  lusnrers  under  common  management  or  sub- 
ject to  the  effective  control  of  one  person.  Including,  but  not  limited  to,  a  holding 
company,  no  one  or  more  of  snch  Insurers  (other  than  alien  insnrera)  constituting 
such  group  or  fleet  of  Insarers  or  insurers  under  common  management  or  control 
shall  be  chartered  unless  all  be  so  chartered  or  a  plan  for  such  chartering  is  Died 
with  the  Commission  for  its  an>roral  [208(a)  (S)}." 

It  Is  dlfflcult  to  understand  why  all  Ufe/beaHh  companies  under  common  con- 
trol or  managnnent  or  all  property-casnatty  companies  under  common  control 
or  managemrait  would  not  be  eligible  lor  a  Fedeial  charter  regardless  of  whether 
other  types  of  Insurance  companies  under  the  same  management  or  control  are 
chartered  at  the  Federal  level. 
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2.  8  mo  WOTld  not  allow  assets  supporting  policy  "o^de"  o"|!«»"^  *^,.^ 
in^rtil  to  ^OiteBorleB  of  taTWitoenU  wWcn  are  now  permitted  under  state 
law  as  resene  InTeetmentB : 

<a)  NooGOiporatanetleaaeB, 

(b)  nustee  and  recelTer  obligatlnns, 

(c)  B^uipinaLt  trust  obligations 
<d)  ProancttonpaTineiita, 

(e)  AcMVtuicea  and  U1U<cnC  exchange, 
(()  Hwtgage  loans. 
(S)  Seal  estate 

(1)  Stock  and  drt)t  oC  honalng  companies  and  corporaUous  acquiring  income 

*^?ONiS3I^lBBued  or  guaranteed  by  tie  International  Bank  for  Recon- 
■trocUon  &  Derelopmart,  the  Inter-American  DevelopmMit  Bant,  or  the  Asian 

(k)  <n>lltatlona  guaranteed  by  the  cMnmnnlty  fadllUes  project  guarantee  fund, 
(I)  StO(^ and obllgatloiia <tf  m<»-tgage companies, 
(m>  TnnsportatiiN)  eqnlpm^t, 
<n)  Personal  property, 
(o)  Beat  eatate  corporation  stock, 

<p>  Stock  In  BubBidlarles,  ^      _^„ 

(q)  obUgaUona.  of  Canadian  munlcipalltleB  and  agencies  (S.  1710  mentions 
only  tbe  DmninlcHi  of  Canada  and  ita  Provinces ) , 

(r)  Becnritlea  traded  In  the  United  States  and  issned  by  foreign  corporations, 
e.g.,  Schlnmberger.  Boyal  Datch/SheU. 
(8)  Securities  traded  over-the-counter. 

(t>  Hospital  revenue,  indnstrial  revenue,  and  pollution  ccmtrol  obligations.  It 
la  undear  wbetber  they  would  be  deemed  'Issned.  assumed,  or  guaranteed  by 
any  eooDty,  dty,  town  «w  district  of  any  such  State"  in  subsection  8(c)  (8).  and 
(u)  Honidpal  obligations  payable  from  conditional  sales  or  lease  payments. 
BmA  <rf  tbe  above  categories  is  speciflcally  allowed  by  New  York  Insurance  law 
tor  TCserves.  The  New  lork  statute  is  regarded  as  the  most  restrictive  state 
law  goreming  Insurance  investments.  It  also  can  apply  extra  territoriality  to  In- 
veatmenta  held  by  any  company  licensed  to  sell  insorance  In  New  York  State, 
regardless  of  where  the  company  may  be  domiciled. 

The  potential  which  8.  1710  may  have  for  disrupting  the  Investment  practices 
of  insurance  companies,  and  the  implication  this  could  have  for  the  ability  of  each 
category  of  leaner  named  above  to  obtain  debt  or  equity  capital  cannot  be 
undereotl mated.  This  posaibiilty  Is  particularly  alarming  because  of  the  power 
which  S.  1710  would  grant  the  Federal  Insurance  Commiaslon  to  regulate  In- 
directly investments  of  state  chartered  insurers  n^ich  seek  Pcdcrai  Insolvency 
protection. 

8.  S.  1710  would  introduce  an  untested,  vagne  standard  by  which  Insurance 
InTeBtmmts  could  be  disallowed. 

ftimrtfi  auntortlng  pollcyhoider  obllgatlona  plus  minimum  capital  and  surplnB 
diall  be  invested  according  to  a  standard  of  "integrity  and  stability"  in  S.  1710. 
TbSa  standard,  as  well  as  the  entirety  of  Section  205,  is  a  copy  of  Section  37-105 
of  the  fionth  Carolina  Insurance  Code,  as  amended  In  1971.  As  far  as  we  can 
determine  there  have  iteen  no  subsequent  interpretations  or  case  law  In  South 
Gartjina  to  ahed  light  on  what  those  words  mean.  The  standard  of  "integrity  and 
atalrillty"  exiata  nowhere  else  in  state  reflation  of  insurance  investments,  to  our 
knowledge.  The  Federal  Insurance  Commission  would  seem  free  to  give  thoae 
words  any  meaning  it  wishes  in  deciding  to  disallow  any  specific  investment 
whtdi  anpporta  policyholders  obligations  plus  minimum  capital  and  surplus.  This 
standard  mtght  prevent  purchasing  any  bond  exc^t  one  rated  triple  A.  The  word 
"stability"  could  imply  Investments  would  be  allowed  only  in  short-term 
oUfgatlons. 

Tbe  ivoblema  vblch  a  new  standard  for  Judging  investment  management  can 
create  are  shown  by  modlflcatlon  of  the  prudent  man  rule  in  ERISA.  S.  ITIO 
eould  create  larger  prOUems  than  ERISA  because  BBISA  retains  to  a  consider- 
...  ._  ^  Intwpreted  by  courts  for  decades  In  deddlug  cases  nnder 
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exdnMTfl  focos  on  the  posedbUit;  of  capital  Ion.  ^HiIb  change  In  the  vieir  of  rlik 
has  been  accompanied  by  the  realization  that  eadi  lavestmait  itaonld  be  eralnated 
in  the  context  of  the  entire  portfolio,  rather  than  on  an  Indlvldaal  basis,  aa  was 
Uie  rule  at  conunon  law.  The  statatee,  however,  do  not  reflect  ttils  ctaanga  Bather 
than  clearing  the  air,  ERrSA  requires  fldndarles  to  discharge  their  dntles  "with 
Uie  care,  skili,  prudence,  and  dlliKence  under  the  circnmstances  tiien  preTaiUnK 
that  a  pmdent  man  acting  in  a  like  capacity  and  familiar  frith  aocb  matteta 
-would  nee  in  the  conduct  of  an  enterprise  of  a  like  character  and  with  like  alma." 
Ndtber  BBISA.  nor  Its  legislatiye  history  clearly  indicates  how  any  of  Oie  other 
standards  which  might  be  implied  in  the  statute  are  to  be  Interiweted  in  CodJudc- 
tlon  with  the  prudent  man  standard  above.  When  evaluating  trasteea'  InTMtmait 
decisione  under  the  prudent  man  rubric,  roost  courts  focus  on  the  poaaiUllty  ot 
capital  loss  as  the  sole  measure  of  the  riskiness  of  an  investment.  Uonomx,  eadi 
Investment  is  evaluated  in  isolatltai  from  the  portfolio  of  which  It  Is  a  part.  "Bkt 
portfolio  is  con^dered  as  a  whtde  only  in  the  requirement  that  it  be  soffldently 
dlrerslfled  to  minimise  the  risk  of  loss.  Through  all  of  its  stages  of  development, 
the  common  law  has  been  shaped  by  the  need  to  remlve  tlie  bode  tenMon  between 
the  interests  of  the  income  benefidary  and  the  remainderman  of  a  trust,  giving 
greater  weifdit  to  the  remainderman's  Interest  by  validng  safety  of  the  corpu 
over  gmeratlon  of  Income. 

In  the  view  of  Senator  Lloyd  Bentsen  and  other  mmib^a  of  the  Senate  Finance 
Committee,  the  adoption  of  the  pmdent  man  rnle  In  ERISA  has  made  pension 
food  managers  afnld  to  purchase  any  stocks  for  thtir  managed  portfolios  n- 
cept  those  of  the  highest  rated  Fortune  500  c<»npanlM.  As  a  conseqinnce,  many 
smjiller  corporations  believe  they  have  been  foreclosed  from  equity  markets  be- 
cause of  ERISA's  adoption  of  the  prudent  man  role.  Senator  Charles  Hathiaa 
has  introdnced  legislarion  to  amend  the  prudence  requirement  In  BRISA  so  as 
to  permit  sound  Investment  strategies  designed  to  take  Into  acconnt  the  Impact 
of  such  economic  forces  as  Inflation,  and  the  soundness  and  growth  potoitlal  of 
total  investments  ratlier  than  on  an  in veetment-by-in vestment  basis. 

4.  The  "bosket"  provision  In  8.  1710,  Intended  to  give  flexibility  beyond  the 
standard  of  "integrity  and  stability"  for  Insurance  Investments,  is  drafted  In 
such  a  way  that  Ita  actual  effect  upon  Investment  portfolios  cannot  t»  determined. 

Under  the  most  favorable  Interpretation,  section  20G  In  S.  ITIO  may  contain  ■ 
more  liberal  "basket"  provision  allowing  investment  discretion  than  New  York 
State  law.  Your  legislatlou  provides : 

"[E]very  federally  chartered  insurer  shall  have  and  maintain  investm«its  of 
the  classes  described  ...  to  the  extent  of  policyholder  obligations  and  Tntnifnnm 
capital  and  surplus  .  .  .  less  an  amount  equal  to  30  perc«it  of  its  surplus  as  re- 
gards policyholders,  but  In  no  event  shall  such  Insurer  have  and  maintain  lnTes^ 
ments  of  the  amount  described  less  than  In  an  amount  equal  to  the  sum  of  70 
percent  of  such  policyholder  obligations  .  .  .  and  100  percent  of  the  minimum  re- 
quired capital  and  suiplits,  except  that  the  Investments  referred  to  in  this  sub- 
section shall  be  subject  to  the  limitations  provided  by  subsection  <d)." 

We  are  told  the  Intent  Is  for  "lesa  an  amouut  equal  to  30  percent  of  Its  sur- 
plus as  Tegards  policyholders"  to  be  a  basket  for  anj-  type  of  inveatment  not 
allowed  In  subsection  8(d).  Under  that  approach,  the  specific  categories  eno- 
merated  In  section  two  of  this  report  conid  fall  within  the  basket.  If  a  flgnre  equal 
to  the  sum  of  70  percent  of  policyholder  obligations  and  100  percent  of  minimum 
capital  and  surplus  Is  greater  than  30  percent  of  pcdicyholders  sunrins,  tlNo 
an  Insurer  would  have  full  use  of  the  basket  If  that  same  figure  Is  less  than 
M  percent  of  policyholders  surplus,  then  something  less  than  the  full  bastot 
woidd  be  available.  The  chart  below  Illustrates  how  this  concept  wotrid  woik 
for  three  companies : 


oUlpHMt... 


■^"- -"-'-■ ^^-                               WftDCKIiHIO  350,000.000 

■I     120,000,000  105,000,000 

_      350,000,000  700,000,000 

1 — ^ii«dMrphi(il«»«iil|IM»i«iiH»  ,  ™.™  ,  ™«« 

MfXin 7.S0O.O00  7,500.000 

357.500,000  707,500,000 
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In  tbe  case  of  Company  "C,  unlike  the  other  two,  the  "basket"  of  30%  policy- 
boUeni  mtn^ns  would  not  be  available  because  the  total  of  70%  polleyhcddera 
obUgatloaa  and  100%  minimum  capital  and  surplus  is  Ichb  than  30%  policyhold- 
ers Bnrplos-  In  this  case,  the  "baBfaeC"  would  become  the  dlfTerence  between  pol- 
ICrbtddcn  obllgatione  and  70%  policyholders  obligations,  or  160,000,000. 

The  language  employed  In  S.  1710  is  so  vague  we  cannot  safely  assume  the 
statute  would  work  tbia  way  If  enacted.  It  Is  possible  to  construe  subsections 
8(c)  snd  8(d)  so  that  their  restrictions  apply  to  more  than  policyholders  obli- 
satlons  plus  minimum  capital  and  surplus.  If  the  restrictioDS  do  not  apply  to 
more  than  these  categories,  why  is  the  basket  written  in  terms  of  policyholders 
BUrplns? 

0.  The  Federal  Insurance  Commission  would  be  given  power  to  review  and 
'  approve  certain  proposed  portfolio  transactions,  and  to  block  entry  Into  related 
businesses. 

The  Commission  would  be  able  to  prescrll)e  rules  and  regulations  "in  order  to 
insure  the  financial  stability  of  federally  guaranteed  Insurers"  [J  107(a)].  Such 
rules  and  regulations  must  require,  among  other  things,  that: 

"Each  insurer  shall  not  sell,  transfer,  assign,  pledge,  or  otherwise  dlBi>ose  of 
or  reiinqnlsh  control  over  more  than  25  per  centum  of  Its  funds,  assets  or  Invest- 
ments witliin  any  twelve  month  period  except  as  provided  by  regulation  unless 
at  iesat  tliirty  days  prior  notice  has  been  provided  to  the  Commission  and  it  has 
not  disai^roved." 

This  wouid  be  particularly  troublesome  In  periods  of  Ugh  portfolio  activity. 
During  the  first  quarter  of  IQTft.  tlie  SEC  recorded  the  portfolio  activity  rate 
for  property-casnalty  insurers  was  37.8  percent.  [Activity  rate  Is  the  average  of 
gross  purchases  and  sates  (annualiied)  divided  by  the  average  market  value  of 
holdings.] 

The  Commission  would  liave  broader  powers  over  federally  chartered  com- 
panies. In  addition  to  the  provision  quoted  above,  the  federally  chartered  com- 
pany must  have  Commission  approval : 

"[t]o  conduct  any  other  business  which  Is  complementary  or  Incidental  to  the 
insurance  business  .  .  .  subject  to  such  limitations  the  Commission  may  pre- 
scribe for  the  protection  of  the  interest  of  policyholders . . .  after  taking  Into 
account  the  effect  of  any  such  other  business  on  the  Insurer's  existing  business 
and  its  surplus,  the  proposed  allocation  of  the  estimated  cost  of  any  such  busi- 
ness and  the  risks  inherent  iu  any  such  business  rs  well  as  the  relative  advan- 
tages to  the  Insurer  and  its  policyholders  of  conducting  such  business  directly 
instead  of  through  a  subsidiary  [§  202(e)(8)]." 

This  would  be  tMthersome  to  insurers  which  have  expanded  into  flnanclal  serv- 
ices beyond  Insurance.  A  recent  study  by  Stanford  Research  Institute  predicts 
competition  l>etween  financial  institutions — insurers,  lianks,  broker-dealers.  In- 
vestment advisors— will  become  more  Intense  than  in  the  past  over  efforts  to  pro- 
vide one-Btop  flnanclal  services  to  high  and  middle  income  Individuals. 

6.  Ttte  provisions  In  S.  1710  may  leave  the  door  open  for  development  of  a 
Federal  annual  statement  for  Insurera 

The  Commission  would  be  empowered  to  make  examinations  of  and  to  require 
informaUon  and  reports  from  all  federally  guaranteed  insurers,  or  applicants  for 
a  guaranty  or  charter  [g  101(a)  (7)].  E>ich  federally  guaranteed  insurer  wouid 
also  be  required  to  furnlsta  financial  reports  or  records  at  such  times  and  In  sncb 
detail  as  the  Commission  may  prescribe  [S  107(a)).  Every  federally  chartered  In- 
surer and  every  affiliated  or  controlling  person  shall  comply  with  the  Commis- 
sl<m's  rales  and  regulations,  and  shall  make  periodic  reports  In  such  form  and 
detail  as  the  Commission  shall  prescribe  [1202(f)).  Nowhere  In  S.  1710  are  the 
issues  addressed  of  tlie  NAIC  Annual  Convention  Statement's  fate  and  whether 
Btatntor;  acconntlng  principles  would  be  followed  by  federally  chartered  insurers. 

7.  8. 1710  conid  materially  alter  the  existing  NAIC  standards  for  valuing  secn- 
ritles  held  by  Insurers. 

The  bill  provides : 

"(8)  For  the  purposes  of  the  limitations  contained  In  tliis  section  (d),  the 
property  and  securities  enumerated  In  subsection  (c)  shall  be  valued  at  market 
value  or  at  cost.  less  depreciation  except  that  the  Commission  may.  by  regulation, 
anthoriee  valuation  of  securities  in  accordance  with  stated  values  establidied  for 
such  securities  iu  writing  or  as  published  by  the  Committee  on  Valuation  of  Secu- 
rities of  the  National  Association  of  Insurance  Commissioners  [206(d)(8)]." 

Tills  phraseology  implies  NAIC  values  vrill  be  used  only  as  a  last  resort.  Due  to 
the  language's  vagumess,  tlie  Commission  might  be  able  to  value  stocks  at  cost, 
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and  bonds  at  martot  Hie  dlsraptlMi  this  conld  canse  oat  componlea  needs  no 

ftirtllH  MTiphnrfa 

Oar  members  hope  theee  comments  cm  S.  1710  aa  a  "vorking  docnment  to  be 
stndled  and  criticised"  are  reaponslTe  and  helpful  to  roar  concerns.  Please  let  me 
know  if  any  farther  iutonnatiwi  misht  be  usefiiL 
fllncer^  jonrs, 

WAI.TEB  D.  VnrTASD,  Jr.,  OowueL 
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FEDERAL  INSURANCE  ACT  OF  1977 


I  14,  1077 

U.S.  Senate, 

COHIOTTEE  ON    BaNKINO,   HouSINO, 

AND  Urban  Ajfairb, 

Washington,  D.C. 

The  committee  met  at  9 :40  a.m.  in  room  5302,  Dirksen  Senate  Office 
Bnilding,  Senator  William  Proxmire,  chairmui  of  the  committee, 
presiding. 

Presrait:  Senators  Prosmire,  Brooke,  and  Tower. 

Senator  Brookb  [presiding] .  The  committee  will  come  to  (wder.  Sen- 
ator Proxmire,  our  chainnan,  is  unavoidably  detained,  but  will  be  in 
the  hearing  room  as  soon  as  possible. 

Our  first  witness  this  morning  will  be  Robert  L.  Dillard,  Jr.,  execu- 
tive vice  president,  general  counsel,  and  secretary,  Southland  Life  In- 
surance Co.  of  Dallas,  Tex. 

And  wit^  us  today  is  our  senior  Republican  member  of  this  com- 
mittee, my  distinguished  colleague,  '^e  Honorable  John  Tower,  who 
will  introduce  Mr,  Dillard. 

Senator  Tower.  Thank  you,  Mr.  Chairman,  I  will  be  very  brief. 

I  would  only  like  to  note  that  Bob  Dillard  is  not  only  a  leader  in  his 
professional  Held,  but  is  highly  regarded  as  a  civic  leader,  a  public 
spirited  man  in  Dallas,  and  I  think  he  will  be  a  witness  whose  testi- 
mony we  should  give  great  weight  to. 

I  welcome  him  here  on  behalf  of  the  committee,  and  I  will  list^i  to 
what  he  has  to  say  with  interest.  Thankyou,  Mr.  Chairman. 

Senator  Brookb.  Thank  you,  Senator  Tower.  We  are  very  pleased  to 
have  you,  Mr.  Dillard.  After  that  sendoff,  you  may  proceed.  If  you  wish 
to  summarize  your  statement,  we  do  have  questions  we  would  lite  to 
ask  you,  and  the  full  text  of  your  statement  will  be  printed  in  the 
record.  But  you  may  proceed. 

STATEHEBT  OT  ROBEBT  L.  SULASI),  JB.,  EZECITTIVE  VICE  FRESI- 
SENT,  SOUTHLAKI)  LIFE  IHSUBAirCE  CO.,  DALLAS,  TEX.,  OH  BE- 
HALF or  THE  AHEBICAN  COTTHCIL  OF  LIFE  mSUBAHCE  AHD 
TEE  HEALTH  IHStTBAHCE  ASSOCIATION  OF  AHEBICA 

Mr.  Diu^RD,  Fine.  I  will  try  to  shorten  it  as  I  go.  I  am  Robert  L. 
Dillard,  Jr.,  executive  vice  president,  general  counsel  and  secretary 
of  the  Southland  Ljfe  Insurance  Co.,  Dallas,  Tex.,  and  I  am  making 
this  stat«nent  of  S.  1710  on  behalf  of  the  Americfui  Council  of  Lira 
Insurance  and  tbe  Health  Insurance  Association  of  America. 
(479) 
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These  organizations  have  682  membeis,  and  account  for  more  than 
92  percent  of  the  life  insurance  in  force  in  the  United  States  and  over 
92  percent  of  the  health  insurance  business  written  in  the  United 
States. 

The  council  and  the  HIAA  are  ctMnmited  to  r^gnlation  of  the  insur- 
ance bnsiness  whidi  assures  the  greatest  possible  biancial  stability  and 
the  highest  quality  of  protection  for  the  public.  Therefore,  the  asso- 
ciations devoted  considerable  attention  to  the  concepts  embodied  in  the 
Federal  Insurance  Act  as  6rst  introduced  by  Senator  Brooke  in  the 
94th  Congress. 

When  Senator  BrookB  introduced  S.  1710  this  year,  both  associations 
again  carefully  studied  the  concepts  of  the  bill  and  the  spetufic  language 
it  contained.  The  two  associations  have  concluded  that  they  must  op- 
poee  the  present  bill  for  the  following  reasons. 

Firrt,  we  favor  continued  Statfi  regulation;  second,  the  establish- 
ment of  a.  Federal  insurance  guaranty  fund — title  I^ — is  not  necessary 
at  the  present  time  and  the  form  outlined  in  S.  1710  needs  considerable 
change ;  and  third,  the  concept  of  optional  Federal  charters — title  II — 
would  do  little  to  solve  uiy  existing  problems  and  would  comfJicate 
and  weaken  the  current  regulation  of  the  insurance  business. 

Undoubtedly  the  concepts  contained  in  S.  1710  are  intriguing  to 
some  insurance  companies.  There  are  perhaps  some  comj)ame6  wnich 
would  agree  with  either  or  both  of  the  concepts  of  optional  Federal 
chartering  and  a  Federal  guarantee  fund.  Most,  however,  disagree 
with  both  concepts  entirely. 

Historically,  the  life  and  health  insurance  business  has  been  regu- 
lated by  the  States  through  insurance  departments  varying  in  size 
from  small  to  very  large.  The  growth  in  size  of  the  departments  in  the 
various  States — currently  estimated  to  be  in  excess  of  5.200  employees, 
including  examiners — ^has  reflected  the  needs  of  the  States  and  such 
factors  as  the  number  and  size  of  companies  domiciled  in  a  State  and 
the  size  of  a  State's  population  and  its  economy.  Some  of  the  insurance 
departments  date  back  to  the  early  1850's  and  their  history  of  ezpan- 
sion  in  number  of  employees  and  in  statutory  responsibility  has  la^^y 
paralleled  our  Kation's  growth. 

Within  the  50  States  and  the  District  of  Columbia,  there  are  and 
will  continue  to  be  variations  in  the  size,  strength,  and  competence  of 
tike  various  insurance  departments,  but  the  system  of  State  regulatiui 
has  worked  well  and  has  been  responsive  to  the  recognized  needs  of  the 
public. 

The  structure  of  uniform  laws  and  regulations  needed  to  accom- 
modate the  interstate  nature  of  insurance  company  operations,  particu- 
larly in  technical  areas,  has  been  developed  over  a  century.  Although 
some  areas  of  insurance  operations  need  uniform  regulation,  StiUe 
regulation  also  permits  experimentation  with  different  methods  or 
approaches  to  regulation  to  be  carried  on  in  a  single  locality.  This 
experimentation  has  often  led  to  the  development  of  regulatory  ideas 
that  proved  successful  and  were  later  widely  adopted.  Other  ideas 
were  tested  and  discarded  as  failures.  National  regulation  will  not 

E>rmit  this  type  of  experimentation,  except  with  the  risk  of  bad  nga- 
tions  carrying  nationwide  adverse  consequences. 
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We  do  not  imply  that  all  issues  of  concern  to  insurance  regulators, 
thepublic,  or  our  own  industry  have  been  resolved. 

Tliere  currently  exist  problems  in  r^ulatory  areas  that  are  the  sub- 
ject of  intoidTe  study.  For  example,  fiustrations  in  State  regulation 
continue  to  arise  because  of  variations  in  State  laws  that  bear  no  ap- 
parmt  relationship  to  local  conditions  or  problems  differing  in  sub- 
stance from  other  jurisdictiona  There  will  no  doubt  be  other  problems 
that  will  arise  in  the  future,  primarily  due  to  the  rapidly  chan^^ng 
nature  and  increamng  ciMnplexity  of  our  IsTation's  aocial  and  economic 
conditions. 

However,  these  issues  can  be  met  through  the  existing  basic  State 
regulatory  structure  in  a  manner  suited  to  serve  well  the  public  in- 
terest. 

The  proposals  in  S.  1710  could  damage  the  intricately  woven  net- 
work of  r^fulatory  statutes,  rules,  and  standards,  and  lead  to  the  loss 
of  its  diversity,  and  its  facility  for  innovation  and  experimentation. 

We  are  of  the  opinion  that  while  uniformity  is  desirable  in  many 
areas,  it  has  to  be  uniformly  good  regulation  in  order  for  it  to  be  desir- 
able; bad  regulation  cannot  becaraie  good  regulation  merely  because 
it  is  uniform. 

In  addition,  there  might  be  less  basic  uniformity  in  some  technical 
areas,  where  uniformity  is  necessary  for  interstate  operations,  if  State 
and  Federal  regulations  conflict. 

The  Council  and  the  HIAA  understand  Senator  Brooke's  interest  in 
Oie  financial  stability  of  the  insurance  business.  We  also  understand 
the  dangers  that  could  arise  if  large  companies  were  to  fail  in  the 
future.  However,  we  feel  that  the  problems  of  the  last  several  years 
in  the  property  and  casualty  insurance  business  were  met  and  solved 
under  the  present  regulatory  system,  and  that  no  drastic  change  in  the 
present  regulatory  system  is  needed. 

Since  the  problem  of  solvency  was  the  main  concern  for  Senator 
Brooke  in  drafting  S.  1710,  a  few  comments  on  the  background  of  this 
subject  might  be  appropriate  at  this  time. 

The  subject  of  solvency  in  the  insurance  industry  has  received  a  great 
deal  of  atitention  in  the  last  10  years,  including  hearings  before  oon- 
ne68i<HiaI  committees  on  a  number  of  bills  introduced  in  me  late  1960'3. 
The  cause  for  concern  at  that  time  arose  out  of  the  insolvencies  in  the 
late  1950's  and  early  ISSO's  in  the  high  risk  automobile  insurance  in- 
dustiT- 

I  think  it  is  well  to  point  out  here  that  there  is  a  vast  difference  be- 
tween the  life  and  health  insurance  business  and  the  casualty  insurance 
business. 

In  response  to  these  problems,  the  NAIC  adopted  a  State  Post  As- 
sessment Insurance  Guaranty  Association  model  bill  in  December 
1969.  Despite  the  absence  of  comparable  solvency  problems  in  the  life 
and  health  insurance  industry,  the  NAIC  1  year  later  adopted  a  State 
Life  and  Health  Insurance  Guaranty  Association  model  bill.  All  but 
two  States  have  enacted  insolvency  guaranty  laws  for  property-liabil- 
ity insurance,  and  some  22  jurisdictions  have  life  and  health  insurance 
guaranty  laws,  including  some  of  the  largest  insurer-domiciled  States, 
for  example,  Connecticut,  New  York,  and  Texas.  There  is  one  now 
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on  tiie  Governor's  desk  in  the  State  of  New  Jersey,  which  would  maHa 
28  if  he  signs  it. 

This  latter  fact  is  of  some  importance  in  coosideiing  the  decree  of 
coverage  nationwide  since  these  laws,  unlike  the  property-liabilil^  in- 
surance laws,  protect  all  policyholders  and  beneficiaries  of  th.6  com- 
panies domiciled  in  those  States. 

Our  associations  supported  the  principle  that  insolvency  goaranty 
laws  should  be  at  the  State  level,  as  opposed  to  a  Federal  act,  and 
should  be  on  a  postassessment  basis.  We  have  consistently  opposed  the 
approach  of  a  euaranty  fund  established  on  a  prefunding  basis  as  pro- 
posed in  title  lof  S.  1710,  whether  at  the  State  or  Federal  level. 

I  am  going  to  briefly  enumerate  some  of  the  specific  d[>jecti{H)8  we 
have  to  parts  of  S.  1710,  in  order  hopefully  to  be  helpfnl  in  c(Mmecti<Mi 
with  this  committee's  consideration  of  this  proposed  legislation. 

For  one  thing,  we  feel  that  the  authority  given  the  Fecwral  Insurance 
Commission  by  S.  1710  is  excessive. 

Onnpared  to  the  more  specific  and  certain  regulatory  language  con- 
tained in  most  State  insurance  codes,  the  broad  grant  of  ralemaking 
and  re^latory  authority  under  S.  1710  gives  us  great  concern. 

While  effective  regulation  requires  some  degree  of  flexibility,  the 
proposed  grant  of  authority  to  the  Federal  Insurance  Commissicm  is 
stated  so  oroadly  as  to  allow  the  Commission  to  promulgate  rules 
and  regulations  requiring  potentially  burdensome  and  unwarranted 
changes  in  the  conduct  of  the  insurance  business. 

There  are  a  number  of  examples  of  this  unlimited  authority  that  is 
■  granted  the  Commission. 

S<Hne  of  them  are  provisicMis  with  reference  to  reserves  under  title  I, 
capital  and  surplus  under  title  II.  and  cash  surrender  values.  All  of 
these  are  all  left  to  the  regulation  of  the  Commission,  rather  than  being 
setbyst^nte. 

In  the  absence  of  a  standard  in  the  bill,  a  federally  diartered  ctMU- 
pany  would  not  be  certain  that  its  liabilities  would  progress  in  a  pre- 
dictable fashion  since  reserve  requirements  could  be  changed  abruptly 
by  the  Commission.  The  Commission  could  by  regulation  weaken  or 
stfMi^hen  the  reserves  required  for  federally  chartered  life  and 
health  insurers.  Such  changes  would  result  in  sudden  changes  in  earn- 
ings and  surplus  in  companies'  flnancial  statements  and  could  increase 
the  income  tax  imposed  bv  the  Internal  Revenue  Code. 

There  are  parts  of  S.  1710  we  think  are  rather  vague  and  ambignooB. 
For  sample,  section  107  (a)  (5)  mandates  federally  guaranteed  insur- 
ers to  prepare  and  furnish  financial  reports,  but  no  accounting  stand- 
ards are  prescribed.  Thus,  the  Commission  mif^t  adopt. tEe  same 
accounting  basis  used  by  the  NAIC,  the  accounting  basis  developed 
by  the  American  Institute  of  Certified  Public  Accountants  for  stock 
life  insurance  companies,  or  some  unique  method  of  its  own  devising. 

Section  104  fa)  indicates  that  not  all  of  an  insurer's  policies  may  m 
guaranteed.  If  this  is  the  intent,  it  should  be  made  dear  which  types 
of  insurer  daligations  are  not  to  be  covered. 

This  has  additional  importance,  since  section  102(e)  bases  the  an- 
nual guarantor  fee  on  the  level  of  premiums  on  policies  guaranteed  in 
accordance  with  the  act. 

Some  of  the  other  matters  relate  to  the  establishment  of  different 
levels  of  fees  fw  different  types  of  insurers.  Section  102(e)  speaks  to 
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that.  The  langua^  there  creates  serious  concern  as  to  how  major 
separate  lines  of  business  would  be  treated  in  the  event  of  an 
insolTency. 

_  Again,  I  cannot  overemphasize  the  fact  that  there  is  a  very  great 
difference  between  the  life  business  and  the  casualty  business. 

The  currMit  State  model  guaranty  bills  developed  by  the  NAIC 
mate  clear  distinctions  between  life  and  health  insurance  on  the  one 
hand,  and  property  liability  insurance  on  the  other.  These  distinctions 
reflect  different  objectives  m  the  event  of  insolvency,  which  are  due  to 
the  inherent  differences  in  the  types  of  coverage.  If  an  insolvent 
property  liability  company  is  lic(uidated,  its  polic^olders  can  readily 
obtain  coverage  from  a  new  carrier ;  however,  a  life  or  health  insurance 
policyholder  may  be  unable  to  replace  his  coverage  because  of  ill  health 
or  ace.  This  consideration  led  the  NAIC  to  draft  a  Model  Life  and 
Health  Insurance  Guaranty  Act,  which  provides  for  continuation  of 
coverage,  and  which  includes  health  insurance  as  a  covered  line  of  busi- 
ness miether  written  by  a  life  insurance  company  or  a  casui^ty 
company. 

This  division  by  major  lines  of  coverage  should  be  followed  both 
in  fees  or  assessments  by  the  fund  and  in  the  payment  of  claims  and 
other  contractual  obligations.  Separation  by  lines  of  coverage  not  only 
recognizes  differences  in  coverages,  but  also  avoids  subsidization  by 
policyholders  with  one  line  of  insurance  of  those  with  another.  The 
need  for  such  separation  is  emphasized  by  the  provision  in  section 
103  (g) ,  that  would  authorize  all  lines  authority  under  a  single  charter. 
The  necessary  protection  might  be  given  by  separate  funds  tor  separate 
lines  of  insurance,  with  appropriate  provision  for  participation  in 
more  than  one  fund  by  multiline  insurers. 

There  is  no  maximum  limit  on  the  fund's  liability  for  claims  against 
it.  In  contrast,  the  NAIC  model  bill,  which  sets  forth  a  limit  of  $300j- 
000  on  any  one  life,  including  $100,000  in  cash  values.  That  latter  limit 
is  relatively  generous  in  view  of  limits  of  coverage  under  FDIC  and 
FSLIC. 

We  feel  S.  1710  duplicates  and  conflicts  with  State  regulation. 

Federally  chartered  or  insured  companies  will  be  subjected  to  regu- 
lations by  DOth  the  State  insurance  departments  and  the  Federal  In- 
surance Commission,  which  always  raises  the  specter  of  dual  regula- 
tion, and  this  is  despite  the  exemptions  contained  in  the  act. 

There  are  a  number  of  instances  that  you  find  duplication  of  regula- 
tion :  capital  and  surplus,  financial  reports,  flnancial  examinations, 
holding  company  relationships,  ancillary  business  activities,  insol- 
vency and  liquidation  laws,  policy  form  approvals,  and  probably  other 
areas,  depending  upon  the  interpretation  that  might  be  given  this 
proposal  by  the  Federal  Insurance  Commission, 

In  the  past  there  has  been  considerable  conflict  between  Federal 
and  State  regulators  in  areas  of  overlapping  interest.  It  is  only  rea- 
sonable to  expect  more  conflict  if  this  proposal  were  to  be  enacied. 

Increased  expense  is  a  natural  result  of  duplicative  regulation.  How 
much  of  an  increase  is  difficult  to  estimate.  However,  if  the  costs  of 
operating  the  three  Federal  agencies  which  regulate  the  banking  in- 
dustry are  any  guide,  there  willbe  a  considerable  additional  regulatory 
expenne  which  will  ultimately  be  borne  by  the  public. 
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The  proposal  contains  the  seeds  of  cimflicting  regulatitms.  A  State- 
licensed  insurer  participating  in  the  Federal  guaranty  program  ma; 
conform  to  its  State's  mveatment  requirements  only  so  long  as  th^ 
are  satisfactory  to  the  Commission.  Even  though  section  103(j)  leaves 
insurer  investments  subject  to  State  law,  the  Commission,  under  flec- 
tion 103(h)  (B)  (i)  may  reject  the  application  if  the  C(»npanies'  assets 
are  not  of  "sufficient  stability  or  integrity," 

Another  possibility  for  conflict  is  contained  in  section  203  (a)  (4) 
which  grants  the  Ccsnmission  the  power  to  determine  whether  policiee 
and  contracts  are  in  compliance  with  the  Federal  Insurance  Act  and 
with  the  applicable  State  laws.  Thus,  insurers  could  find  that  policy 
forms  approved  by  all  States  in  which  they  are  to  be  used  are  disap- 
proved by  the  Federal  Commission. 

We  are  of  the  opinion,  also,  as  a  practical  matter,  that  the  optional 
chartering  concept  may  become  mandatory  for  very  practical  reasms. 

In  actual  practice  it  could  become  mantmtory  for  smaller  companies 
in  particular  to  become  federally  insured  or  chartered. 

For  example,  if  the  larger  companies  were  to  opt  for  the  Federal 
guaranty,  the  effect  would  be  a  drastic  reduction  in  the  premium  pool 
available  for  assessment  under  State  agency  associations. 

I  think  this  is  a  point  a  number  of  others  have  made  in  these 
hearings. 

Smuler  companies  would  run  the  risk  of  a  crippling  assessmmt 
from  the  insolvency  of  a  medium-sized  company  under  such  circum- 
stances. The  only  way  such  companies  could  eliminate  this  risk  would 
be  to  join  the  Federal  guaranty  association.  Once  in  the  guaranty  pro- 
gram, and  subject  to  dual  regulation  of  reserves,  investments,  reports, 
and  examinations,  an  insurer  wcnild  have  no  strong  incentive  to  retain 
his  State  charter.  This  is  particulariy  true  if  the  insurer  perceives 
some  competitive  advantage  to  obtaining  a  Federal  charter. 

Since  companies  applying  for  a  Federal  guaranty  certificate  must 
meet  prescribed  standards  of  financial  soundness,  all  existing  own- 
panies  which  cannot  meet  those  standards  would  remain  under  exist- 
mg  State  guaranty  laws.  This  factor  would  provide  an  additicmal  in- 
centive to  small  and  medium-sized  companies  to  join  the  Federal  pro- 
gram if  they  can  qualify. 

Additional  pressure  to  join  the  Federal  guaranty  progrun  will  arise 
if  participants  in  the  Federal  program  were  to  be  permitted  to  ad- 
vertise that  fact,  as  participants  in  the  FDIC  and  FSLIC  programs 
do,  which  is  not  permitted  under  the  Model  Act  of  \AIC.  That  would 

Sut  insurers,  who  might  otherwise  wish  to  avoid  duplicative  or  con- 
icting  regulation,  at  a  competitive  disadvantage  unless  they  join  the 
Federal  guaranty  program. 

There  are  other  Kinds  of  pressures  that  would  be  exerted  by  the  bill 
which  would  lead  companies  to  opt  for  Federal  chartering  and  leave 
the  weaker  companies  to  the  State  regulation. 

Section  204(a)  (4)  exempts  federally  chartered  insurers  from  pro- 
visions of  State  law  which  "provide  for  the  regulation  or  fixing  of  rates 
or  premiums  or  of  classes  of  risks."  If  the  proposed  Federal  Insur- 
ance Commission  were  to  interpret  that  langu^e  so  as  to  include  State 
statutes  defining  groups  eligible  for  coverage  by  group  contracts  and 
State  laws  prohibiting  agents  fmn  ^ving  rebates  to  policyholders, 
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Federal  iBsorers  would  have  a  distinct  competitive  advantage.  Tbis 
would  lead  most  insurers  to  become  federally  chartered. 

We  are  also  concerned  about  the  investment  restrictions.  Section  205 
specifies  the  types  of  assets  eligible  for  investment.  It  is  intended  to 
apply  to  the  portfolios  of  all  types  of  insurers,  but  does  not  fit  existing 
portfolios  for  any  single  type  of  insurer. 

On  the  other  hand.  State  investment  laws  are  verv  specific  and  de- 
tailed and  permit  different  investments  for  various  classes  of  insurers. 
The  investment  portfolios  of  our  member  companies  have  been  built 
over  many  years  in  compliance  with  these  laws  and  include  assets 
that  do  not  fit  the  restrictions  of  S.  1710,  The  amounts  involved  are 

?uite  substantial,  and  a  life  or  health  insurer  having  to  change  its  port- 
olio  to  become  eligible  for  a  Federal  charter  might  find  it  impossible 
to  do  so  without  suffering  the  losses  attendant  on  forced  sale. 

Among  investments  conmionly  held  by  life  insurers  not  included  in 
section  205  are  Canadian  municipal  and  district  bonds,  obligations 
secured  by  liens  on  properties  leased  to  high  credit  tenants  and  further 
secured  by  assignment  of  lease,  leasehold  mortgage  loans,  equipment 
trust  obligations,  and  income-producing  real  e^te. 

The  investment  section  of  the  current  draft  contains  some  vague- 
ness. We  find  some  other  problems  with  S.  1710.  One  is  that  the  pro- 
posal would  extend  the  Federal  bankruptcy  laws  to  insurer  insol- 
vencies. It  would  make  chapter  X  of  the  Bankruptcy  Act  applicable 
to  rehabUitation  or  liquidation  of  a  federally  guaranteed  insurer. 
Heretofore,  insurers  have  been  exempt  from  appfication  of  the  Fed- 
eral Bankruptcy  Act,  an  exception  which  would  continue  under  the 
bills  presently  pending  before  Congress. 

That  exemption  has  been  retained  because  of  the  detailed  State 
system  of  rehabilitation  and  liquidation  laws.  The  possibly  conflicting 
and  overlapping  or  duplicative  provisions  could  result  in  delays  and 
confusion  unless  careful  structuring  of  the  provisions  of  applicable 
Federal  law  is  accomplished. 

We  think  a  better  approach  would  be  to  follow  the  State  laws 
which  give  a  liquidator  or  receiver  broad  and  general  powers,  with- 
out imposing  precise  substantive  and  legal  restrictions  of  chapter  X 
of  the  Bankniptcy  Act, 

Another  problem  we  find  is  that  one  section  of  the  proposal  applies 
the  provisions  of  the  Business  Corporation  Law  of  the  District  of 
Columbia  to  federally  chartered  insurers.  This  law  needs  very  careful 
study  before  its  acceptability  can  be  determined.  The  enumeration  of 
powers  would  not  likely  be  suitable  for  a  life  or  health  insurance 
company,  nor  can  provisions  required  for  mutual  companies  be  found. 
This  section  also  raises  the  question  of  whether  the  District's  Business 
Corporation  Law,  which  is  subject  to  future  changes  by  the  City  Coun- 
cil, IS  appropriate  for  regulating  corporations  domiciled  in  otner  sec- 
tions of  the  country  and  operating  nationwide. 

We  are  concerned  that  under  section  101(d)  (1),  which  establishes 
an  advisory  committee  to  "review  the  procedures,  practices,  and  poli- 
cies of  the  Commission"  only  4  votes  out  of  13  can  be  spokesmen  for 
the  insurance  business.  The  four  insurance  business  representatives 
would  include  representatives  not  only  of  our  members,  but  also  of 
property  and  casualty  insurers  and  of  all  lines  of  reinsurers. 
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In  conclusion,  the  American  Council  of  life  Insurance  and  the 
Health  Insurance  Association  of  America  share  many  of  the  concuns 
that  led  Senator  Brooke  to  develop  S.  1710. 

However,  we  must  respectfully  oppose  its  enactment,  and  we  h<^ 
that  consideration  will  De  given  to  the  reasons  that  led  us  to  Uib 
conclusion. 

[The  complete  statement  of  Mr.  Dillard  follows :] 
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STATEMENT  OF  ROBERT  L.   DILLARD,  JR. ,   EXECUTIVE  VICE 
PRESIDENT,  GENERAL  COUNSEL  b  SECRETARY,  SOUTHLAND  LIFE 
INSURANCE  COMPANY,   DALLJ^S,    TEXAS  ON  BEHALF  OF  THE 
AMERICAN  COUNCIL  OF  LIFE  INSURANCE  AND  THE  HEALTH  INSURANCE 
ASSOCIATION  OF  AMERICA  ON  3.1710,    ENTITLED  THE  "FEDERAL 
INSURANCE  ACT  OF  l???",   BEFORE  THE  COMMITTEE  ON  BANKING, 
HOUSING,  AND  URBAN  AFFAIRS 


I  am  Robert  L.  DltUrd,  Jr.,   Executive  Vice  President,  Gener&l 
Counsel  and  Sacretkry,  of  the  Southland  Life  Insurance  Company,  Dallaa, 
Texas,  and  I  make  the  foUowdng  statement  on  S.ITIO  on  behalf  of  the 
American  Council  of  Life  Insurance  (Council)  and  the  Health  Insurance 
Association  of  America  (HIAA),  whose  5S2  members  account  tor  more 
than  92  percent  of  the  life  Insurance  in  force  In  the  United  States  and 
over  92  percent  of  the  health  insurance  written  in  the  United  States. 

The  Council  and  the  HIAA  are  committed  to  regulation  of  Ibo 
insurance  businesa  it4iich  assures  the  greatest  possible  financial  stability 
and  the  highest  quality  of  protection  for  the  public.    Therefore,  the 
associations  devoted  considerable  attention  to  the  concepts  embodied  in 
the  Federal  Insurance  Act  as  first  Introduced  by  Senator  Brooke  in  the 
94th  Congress.     When  Senator  Brooke  introduced  S.ITIO  this  year,  both 
associations  again  carefully  studied  the  concepts  of  the  bill  and  the 
specific  language  it  contained.    The  two  associations  have  concluded  that 
they  must  oppose  the  prasent  bill  for  the  following  reasons: 
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2.  Th«  establlahmant  of  a  federal  ioaurance  guaranty  fond 
(Title  I)  is  not  neceiaary  at  the  preient  time  and  the 
form  ODtl[ned  in  S.  1710  nevda  considerable  change;  u>d 

3.  The  concept  of  optional  federal  chartera  (Title  II)  would 
do  little  to  BOlve  any  existing  problemi  and  would  com- 
plicate and  weaken  the  current  regulation  of  the  inaurauce 

Undoubtedly  the  concept!  contained  in  S.1710  are  Intriguing  to 
some  Insurance  companies.     There  are  perhaps  some  companies  which 
would  agree  with  either  or  both  of  the  concepts  of  optional  federal 
chartering  and  a  federal  guarantee  fund.     Most,  howover,  disagree  with 


lolh  c 


:epts 


rely. 


itir|£. 


Stat 


iqnSysl 


Historically,   the  life  and  health  insurance  business  has  been  regulal 
by  the  states  through  Insurance  departments  varying  in  siae  from  small 
to  very  large.     The  growth  in  size  of  the  departnnents  in  the  various 
states  (currently  estimated  to  be  in  excess  of  5,  200  employees,    including 


examiners)  has  rofleeted  the  needs  of  the  sti 
the  number  and  size  of  companies  domiciled  In  a 
state's  populntion  and  Its  economy.  Some  of  the 
date  back  to  the  early  1850's  and  their  history  of 
of  cTiipIovfc^  and  in  statutory  responsibility  has 
nation's  ijr'iwth. 


ind  such  factors  as 
tale  and  the  sise  of  a 
nsurance  departmenti 

irgely  paralleled  our 
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within  the  Fifty  states  sod  the  Diftrlct  of  Columbia,  there  are 
and  will  continue  to  be  variations  in  the  siEc,   streneth  and  competence 
of  the  various  insurance  departments,  but  the  system  of  state  regulation 
has  worked  well  and  has  been  responsive  to  the  recogniited  needs  of 
the  public. 

The  structure  of  uniform  laws  and  regulKtions  needed  to 
accommodate  the  interstate  nature  of  insurance  company  operations, 
particularly  in  technical  areas,  has  been  developed  over  a  century. 
Although  some  areas  of  insurance  operations  need  uniform  regulation, 
state  regulation  also  permits  experiment  with  different  methods  or 
approaches  to  regulation  to  be  carried  on  in  a  single  locality.     This 
experimentation  has  often  led  to  the  development  of  regulatory  Ideas 
that  proved  successful  and  were  later  widely  adopted.     Other  ideas  were 
tested  and  discarded  as  failures.     National  regulation  will  not  permit  this 
typo  of  experimentation,   except  with  the  risk  of  bad  regulations  carrying 
nationwide  adverse  consequences. 

We  do  not  imply  that  all  issues  of  concern  to  insurance  regulators, 
the  public  or  our  own  industry  have  been  resolved. 

There  currently  exist  problems  in  regulatory  areas  that  are  the 

apparent  relationship  to  local  conditions  or  problems  differing  In 
substance  from  olher  jurisdictions.     There  will  no  doubt  be  other  prob- 
lems that  will  arise  in  the  future,   primarily  duo  to  the  rapidly  changing 
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lutare  and  increaaing  complexity  of  out  nation's  locial  and  economic 
conditions.     However,  theae  laaue*  can  be  met  through  the  exiiting 
basic  state  regulatory  structure  in  a  rnanner  suited  to  serve  well  the 
public  Interest.     The  proposals  in  S.  1710  could  damage  the  intricately 
woTsn  network  of  regulatory  statutes,  rules  and  standards  and  lead 
to  the  loas  of  its  diversity,  and  Its  facility  for  ionovatlon  and  experi- 
mentation,    tn  addition,  there  might  be  less  basic  uniformity  in 
soma  technical  areas  where  unlfoTimty  is  necessary  for  Interstate 
operations,  If  state  and  federal  regulations  conflict. 

The  Council  and  the  HIAA  understand  Senator  Brooke's  interest 
In  the  financial  stability  of  the  insurance  business.    We  also  understand 
the  dangers  that  could  arise  if  large  companies  were  to  fall  in  the 
future.    However,  we  feel  that  the  problems  of  the  last  several  years 
in  die  property  and  casualty  insurance  business  were  met  and  solved 
under  the  present  regulatory  system  and  that  no  drastic  change  In 
the  present  regulatory  system  is  needed. 

Since  the  problem  of  solvency  was  the  main  concern  for  Senator 
Brooke  in  drafting  S.17I0,   a  few  comment!  on  the  background  of  this 
subject  would  be  appropriate  at  this  time. 

n.      Company  Solvency  ' 

The  BUbjecl  of  solvency  in  the  insurance  industry  has  received 
a  great  deal  of  attention  in  the  last  ten  years,  including  hearings  before 
CongrBBsional  committees  on  a  number  of  blUa  introduced  in  the  lat<; 
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1960'b.     The  cause  for  concern  at  that  time  aroae  out  of  the  insolvencleB 
in  the  late  1950's  and  early  1960'b  in  the  hEgh  risk  automobile  insurance 
industry.     In  response  to  these  problems  the  NAIC  adopted  a  State 
Post  Assessment  Insurance  Guaranty  Association  Model  Bill  in  De- 
cember 1969.     Despite  tlie  absence  of  comparable  solvency  problems 
in  the  life  and  health  insurance  industry,   the  NAIC  one  year  later 
adopted  a  Slate  Life  and  Health  Insurance  Guaranty  Association  Model 
Bill.     All  but  two  states  have  enacted  insolvency  guaranty  laws  tor 
property -liability  insurance,   and  some  22  juriadietions  have  life  and 
health  insurance  guaranty  laws,    including  some  of  the  largest  insurer- 
domiciled  states  (e.  g. ,   Connecticut,   New  York  and  Tenas).     Thlslatter 
fact  is  of  some  Impjrtance  in  considering  the  degree  of  coverage  nation- 
wide since  these  laws,   unlike  the  property -liability  insurance  laws, 
protect  all  policyholders  and  beneficiariea  of  the  companies  domiciled 
in  those  states. 

Our  aasocialiona  supported  the  principle  that  insolvency  guaranty 
la<vs  should  be  at  the  state  level,   as  opposed  to  a  federal  ac(,   and  should 
be  based  on  a  post-assessment  basis.     We  have  conaistenlly  opposed 
the  approach  of  a  guaranty  fund  established  on  a  pre-funding  basis  as 
proposed  in  Title  1  of  S.1710  whether  at  the  stale  or  federal  level. 

At  Ihia  point,    Mr.    Chairman,   we  would  like  to  offer  some  of 
our  if.pmbei-ahip's  broad  ohjections  to  the  concept  and  language  of 
S.1710  v.-ith  several  o^-amp1o^  taken  from  the  bill: 
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III.     Authority  Givan  Faderal  Inaurancc  CororrUllLon  br  S.1710  it  Eaceaiiva 

Compared  to  the  mom  speclftc  >nd  certain  regulatory  language 
contained  in  most  atate  insurance  codes,  the  broad  grant  of  rulemaking 
and  regulatory  authority  under  S.ITIO  gives  us  great  concern. 

While  effective  regulation  requires  some  degree  of  flexibility, 
the  proposed  grant  of  authority  to  the  Federal  Insurance  Commission  Is 
■tated  so  broadly  as  to  allow  the  Commission  to  promulgate  rules  and 
regulations  requiring  potentially  burdensome  and  unwarranted  changes 
in  tiie  conduct  of  the  insurance  buslncsa. 

Sec.   ZOZ[e)(B]  authorises  the  Commission  to  prescribe  un- 
specified limitations  on  the  conduct  of  other  huslnesaes  complementary 
or  incidental  to  the  insurance  business  in  which  a  federally  chartered 
insurer  may  be  engaged.    Sec.  20Z(f)  further  requires  afriUatea,  parents 
(including  holding  company  systems)  and  subsidiaries  of  federally  chartered 
insurers  to  "comply  with  such  rules  and  regulations  as  the  Commlsaion 
may  prescribe."    Such  afrillatea,  parents  and  subsidiaries  must  also 
submit  to  examination  or  audit  by  the  Commission  and  may  be  required 
to  submit  detailed  periodic  reports.    Finally,  Sec,   Z0Z(a)(4)  would 
authorize  the  Commission  to  regulate  the  affairs  of  non-insurance 
companies  having  Insurance  affiliates. 

Another  example  of  the  broad  authority  given  the  Commission  is 
that  reserves  under  Title  I,  capital  nnd  surplus  of  a  Federally  chartered 
insurer  under  Title  K,   and  possibly  cash  surrender  values,  are  left 


DigiLizedbyGoOglc 


to  rogulatlon  of  the  Commlaatan  nther  than  being  aet  hy  statute.     In 
the  abience  of  e  itandard  in  die  bill,    a  Federally  chartered  company 
would  not  be  certain  that  Its  liabilities  would  progress  in  a  predictable 
fashion  since  reserve  requirements  could  be  changed  abruptly  by  the 
Conunlasion,     The  Commission  could  by  regulation  weaken  or 
strengthen  the  reserves  required  for  Federally  chartered  life  and 
health  insurers.     Such  change*  would  result  in  sudden  changes  In 
earnings  and  surplus  in  companies  financial  statements  and  could  in- 
crease the  income  tax  imposed  by  the  Internal  Revenue  Code. 

IV.     S.1710  is  Vaaue  and  Amblnuous 

Other  parts  of  S.1710  are  also  vague  and  open  to  different  in- 
terpretations,    For  example.  Sec.  107(a)(5}  mandates  Federally  guaranteed 
insurers  to  prepare  and  furnish  financial  reports,  but  no  accounting 
standards  are  prescribed.     Thus,   the  Commiaitlon  might  adopt  the  same 
accounting  basis  used  by  the  NAtC,   the  accounting  basis  developed  by 
the  American  Institute  of  Certified  Public  Accountants  for  stock  life 
insurance  companies,  or  some  unique  method  of  their  own  devising. 

Sec.  104ta)  indicates  that  not  all  of  an  insuret's  policies  may  be 
guaranteed.  If  this  i>  the  intent,  it  should  be  made  clear  which  types 
of  Insurer  obligations  are  not  to  be  covered. 

This  has  additional  importance  since  Sec.  102(e)  bases  the  annual 
guaranty  fee  on  the  level  of  premiums  on  policies  guaranteed  In  accordance 
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with  the  Act. 

Further,  the  definition  of  "guaranteed  obligation"  in  Sec.   2(6) 
leaves  open  the  ieene  of  who  decides  what  the  "coverage"  ia. 

Sec.   2(9)  would  guarantee  life  and  casualty  insurance  benefits. 
But  as  drafted,    it  may  not  guarantee  annuity  benefits,    since  the 
definition  of  "iniurance"  in  Sec,   2(9)  does  not  aeom  to  be  broad  enough 
to  include  annuities.     Similarly,   there  is  no  mention  of  variable  life 
insurance  In  the  bill.     In  the  case  of  such  life  insurance  policies,   would 
the  minimum  death  benefit,   the  variable  death  benefit,   or  nothing  at 
all  be  guaranteed? 

Sec.   102(3)  provides  that  the  Commission  would  establiih 
different  levels  of  feea  for  different  types  of  insurers,   "Provided, 
that  all  insurers  of  the  sanie  type  shall  pay  comparable  fees  and  the 
fees  charged  each  type  of  company  shall  be  reasonably  related  to 

major  separate  lines  of  business  would  be  treated  In  the  event  of  an 
insolvency.     The  current  state  Model  Guaranty  Bills  developed  by 
the  NAIC  make  clear  distinctions  between  life  and  health  insurance  on 
the  one  hand,   and  property -liability  insurance  on  the  other.     These 
distinctions  reflect  different  objectives  in  the  event  of  insolvency,   which 
are  due  to  the  inherent  differences  in  the  types  of  coverage.     If  an 
insolvent  property -liability  company  in  liquidated,   its  policyholders  can 
readily  obtain  coverage  from  a  new  carrier;  howev.ir,   a  life  or  health 
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of  111  health  0r  age.     This  ccmiiderslion  led  the  NAIC  to  draft  ■  Model 
I.Ue  and  Health  Insurance  Guaranty  Act  which  provides  for  continuation 
of  coverage,  and  which  includes  health  Insurance  as  >  covered  line  of 
buiineaa  whether  written  by  a  life  iniuranee  company  or  a  casualty 
company. 

Thia  division  by  major  lines  of  coverage  should  be  followed 
both  in  fees  or  asseisments  by  the  fund  and  in  the  payment  of  ctalina 
and  other  contractual  obligations.    Separation  by  lines  of  coverage  not 
only  recognlEes  differences  in  coverages  but  also  avoids  subsidization 
by  policyholders  with  one  line  of  insurance  of  those  with  another.     The 
need  for  such  separation  is  emphasized  by  the  provision  in  Sec.   lOJfg), 
that  would  authorise  all  lines  authority  under  a  single  charier.    The 
necessary  protection  might  be  given  by  separate  funds  for  separate  lines 
of  Insurance,   with  appropriate  provision  for  participation  in  more  than 
one  fund  by  multiline  Insurers, 

Also,  Sec.  102(e)  provides  that  "any  insurance  obligations  insured 
or  maintained,   exclusive  of  the  reinsured  obligation  of  a  ceding  insurer, 
by  a  federally  guaranteed  insurer  during  a  period  when  such  insurer  is 
authorized  to  do  business  under  this  Act  is  guaranteed  ..."    Thus, 
there  ie  no  maximum  limit  on  the  fund's  liability  for  claims  against  it. 
In  contrast,   the  NAIC  Model  Bill  which  sets  forth  a  limit  of  $100,000  on 
any  one  life,    including  SIOO.OOO  in  cash  values.     That  latter  limit  Is 
relatively  generous  in  viev/  of  limits  of  coverage  under  FDIC  and  FSLIC. 
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V.       S.1710  Daplleateg  and  ConHicta  with  State  RegnUtion 

Federally  chartered  or  insured  companie*  will  be  subjected  to 
regulationg  by  both  the  State  Insurance  departments  and  the  Federal 
Insurance  Cominission,    Despite  the  exemptions  contained  in  Sec.  204, 
federally  chartered  insurers  will  be  subjected  to  duplicate  regulation 
inthe  areas  of  liceniing  ISec.   Z01(b)(3),   Z04(b)  ],   capital  and  surplus 
(See.  ZOZ(al(Z),   203(a)(E)],  financial  reporting  [Sec.  101(b)(7).  107(a)(4). 
107(bH,  financial  exannlnatlons  [Sec.  101(b)(7),  107(a){4)l,  holding  company 
relationships  [Sec.   20Z(a)(3),   (4)].  ancillary  business  activities  [Sec.    Z02(f)L 
insolvency  and  liquidation  laws  (Sec.  t06,  lOT(b)],  policy  form  approvals 
(Sec.   203(a)(4)]  and  quite  possibly  in  other  areas,  depending  upon  the 
interpretation  given  to  the  law  by  the  Federal  Insurance  Commission. 

In  the  past,   there  has  been  considerable  conflict  between  federal 
and  state  regulators  la  areas  of  overlapping  interest.    It  is  only  reasonable 
to  expect  more  conflict  if  this  proposal  were  to  be  enacted. 

Increased  expense  is  a  natural  result  of  duplicative  regulation. 
How  much  of  an  increase  is  difficult  to  estimate.    However,  If  the  costs 
of  operating  the  three  federal  agencies  which  regulate  the  banking  industry 
are  any  guide,   there  will  be  a  considerable  additional  regulatory  expense 
which  will  ultimately  be  borne  by  the  public. 

The  proposal  contains  the  seeds  of  conflicting  regulations.     A 
state  licensed  insurer  participating  in  the  Federal  guaranty  program 
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■n»y  conform  to  its  aUte's  Investment  requirement*  only  bo  long  as 
they  are  satlafactory  to  the  Commiixioii.     Even  though  Sec.  103(j) 
leives  insurer  inveatments  subject  to  atate  Isw,  the  Cominlsglon  under 
Sec.  103(h](It}(i)  may  reject  the  application  it  the  companies' asseta  arc 
not  of  "»ufficient  stability  or  Integrity.  " 

Another  possibility  for  conflict  is  contained  in  Sec.    Z03{a)(4) 
which  grant*  the  Commission  the  power  to  determine  whether  policies 
and  contract*  are  In  compliance  with  the  Federal  Insurance  Act  an<l  with 
the  apjdicable  state  laws.     Thus.   Insurers  could  find  that  policy  forms 
approved  by  all  state*  in  which  they  are  to  be  used  are  disapproved  by 
the  Federal  Commission. 

V*     S.lTlO's  "Optional"  Chartering  Concept  may  become  mandatory  tor 


The  concept  of  a  "regulatory  allernalive"  is  interesting.     However, 
in  actual  practice  it  could  become  mandatory,   for  smaller  companies 
In  particular,   to  become  federally  insured  or  chartered.     For  example, 
if  the  larger  compintes  were  to  opt  for  the  federal  Ruaranty,   the  effect 

under  sUto  guaranty  association?.  Smaller  companies  would  run  the  risk 
of  a  crippling  assessment  from  th<:  insolvency  of  a  medium  sized  company 
under  such  circumstances.     The  only  way  such  uomoinitis  could  eliminate 
this  risk  would  be  to  join  thu  federal  Huaranly  asaoriaiioii.     Once  in  the 
guaranty  program,   nn.l  subject  to  duji  regulation  of  ro.irrv.'s,    inveBtmcnfs. 
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reparta  and  exBtninations,  an  insurer  would  have  no  strong  incentive 
to  retain  hi*  ttate  charter.  This  ia  particularly  true,  If  the  iniurei 
perceives  sonie  competitive  advantage  to  obtaining  a  federal  charter. 
Since  companies  applying  for  a  federal  guaranty  certificate  muBt  meet 
prescribed  standards  of  financial  soundness,  all  existing  companies 
which  cannot  meet  those  standards  would  remain  under  existing  state 
guaranty  laws.  This  factor  would  provide  an  additional  incentive  to 
small  and  medium  size  companies  to  join  the  federal  program  if  they 
can  qualify. 

Additional  pressure  to  join  the  federal  guaranty  program  will 
arise  If  participants  in  the  federal  program  were  to  be  permitted  to 
advertise  that  fact,  as  participants  in  the  FDIC  and  FSLIC  programs 
do.    That  would  put  Insurers,  who  might  otherwise  wish  to  avoid  duplica- 
tive or  conflicting  regulation,   at  a  competitive  disadvantage  unlesa  they 
join  the  federal  guaranty  program. 

Other  sorts  of  pressure  would  be  exerted  by  the  bill.     Sec.   204 
(a)(4)  exempts  federally  chartered  Insurers  from  provisions  of  state 
law  which  "provide  for  the  regulation  or  fixing  of  rates  or  premiums  or 
□f  classes  of  risks  ..."    If  the  proposed  Federal  Insurance  Comcnlislon 
were  to  interpret  that  language  so  as  to  include  state  statutes  defining 
groups  eligible  for  coverage  by  group  contracts  and    state  laws  prohibiting 
agents  from  giving  rebalus  to  policyholders,  federal  insurers  would 
have  a  distinct  competitive  advantage.     This  would  Inad  most  inaiirers 
to  become  federally  chartered. 
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Sec.  205  apeciriCB  the  types  of  asaats  eligible  for  investment. 
It  i>  intended  to  apply  to  the  portfolio!  of  atl  types  of  insurers,   but 
does  not  fll  existing  portfolios  for  any  aingle  type  of  insurer.     On 
the  other  hand,   state  inveatnnent  laws  are  very  specirtc  and  detailed 
and  permit  different  inveatments  for  various  clasaaa  of  insurera.    The 
Investment  portfolios  of  our  raember  companies  have  been  built  over 
majiy  years  in  compliance  with  these  laws  and  Include  asset*  that  do 
not  fit  the  restrictions  of  S.171(T,     Tlie  amounta  Involved  are  quite  sub- 
stantial, and  a  life  or  health  insurer  having  to  change  ita  portfolio  to 
become  eligible  for  a  Federal  charter  might  find  it  impossible  to  do  so 
without  suffering  the  losses  attendant  on  forced  sale.    Among  inveatmenta 
commonly  held  by  life  insurers  not  included  in  Sec.   ZOS  are  Canadian 
municipal  and  district  bonds;  obtigationa  aecured  by  liens  on  properties 
leased  to  high  credit  tenants  and  furtlier  secured  by  assignment  of  lease; 
leasehold  mortgage  loans;  equipment  trust  obligations;  and  income  pro- 
ducing real  estate. 

The  investment  section  of  the  current  draft  contains  some  vaguenesa. 
For  example,   See.    Z05(d)(4)  limita  Lnvestmenta  in  corporate  obligations 
5  percent  of  the  inaurers  "policyiiolder  obligations"  in  "any  one  such 
vestment.  "    The  limit  should  be  in  terms  of  inveatmenta  in  any  one 

me  Issuer  of  5  percent  pur  investmenl.   can  lawfully  result  in  holdings 
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Sec.   205(d){B)  says  for  the  purposes  of  tho  limitations  contiined 
in  Subsection  (d)  the  "property  and  securities  enumerated  in  Subsection 
(c)  shall  be  valued  at  market  value  or  at  cost,  leas  depreciation, "  but 
doe*  not  indicate  whether  there  are  titiy  restrictions  on  the  election 
c*  the  valuation  method, 

VIII.     Additional  Specific  Problems 

Sec.   106(b}  would  extend  Federal  bankruptcy  law  to  insurer 
insolvencies.     It  would  make  Chapter  X  of  the  Bankruptcy  Act  applicable 
to  rehabilitation  or  liquidation  of  a  Federally  guaranteed  Insurer.     Here- 
tofore,  Insurers  have  been  exempt  from  application  of  the  Federal  Bank- 
ruptcy Act,   an  exception  which  would  continue  under  the  bills  presently 
pending  before  Congress.     That  exemption  has  been  retained  because 
of  the  detailed  state  system  of  rehabilitation  and  liquidation  laws.    The 
possibly  conflicting  and  overlapping  or  duplicative  provisions  could  re- 
sult in  delays  and  confusion  unless  careful  structuring  of  the  provisions 
of  applicable  federal  law  is  accomplished.     For  example,   while  Sec.  106(b) 
gives  priority  to  claims  of  policyholders,  thus  avoiding  the  "fair  and 
equitable"  (absolute  priority)    operationof  a  Chapter  X  proceeding,   a 
question  does  arise  with  respect  to  priority  of  claims  of  beneficiaries, 
asBlgnees  and  third-party  clalniants.    A  better  appro-icb  would  be  to 

without  imposing  the  precise  substantive  nnd  legal  strictures  of  Chapter  X. 
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Sac,   2DI(g)  appliea  the  proviaionB  of  tha  Buainecs  CoTpDntian 
Law  of  the  Dlatrict  of  CoIumbU  to  Federally  chartered  insurers.    This 
law  neada  very  careful  atudy  before  its  acceptability  can  be  determined. 
The  enumeration  of  powers  would  not  likely  be  auitable  for  a  life  or 
health  inioranee  company,  nor  can  provislona  required  for  mutual 
coinpaniaa  bo  found.     This  *ection  also  raises  the  question  of  whether 
€he  District's  Busineas  Corporation  L>aw.  which  is  subject  to  future 
changes  by  the  City  Council,  la  appropriate  for  regulating  corporation* 
domiciled  In  other  sections  of  the  country  and  operating  nationwide, 

Wa  are  concerned  that  under  Sec,  101Id)(l),  which  establishes 
•a  advisory  Cammlttee  to  "review  the  procedurea,   practices,  and 
policies  of  the  CommliBion, "  only  four  votes  out  of  13  can  be  spokes- 
men for  tha  insurance  business.    The  four  Insurance  business  representa- 
tives would  include  representatives  not  only  of  our  members  but  also  Of 
property  and  casualty  insurers  and  of  all  lines  of  reinsurers. 

Conclusion 
The  American  Council  of  Life  Insurance  and  the  Health  Insurance" 
Association  of  America  share  many  of  the  concerns  that  led  Senator  Itraoke 
to  develop  8,1710.     However,   we  must  respectfully  oppose  its  enactment, 
and  we  hope  Ihat  consLduration  will  be  given  to  tha  reasons  that  led  ua 
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The  CHAntuAN  [presiding].  Thank  you  very  much,  Mr.  Dillard,  for 
a  strong  incisive  and  clear  statement.  At  least  we  know  where  you 
stand. 

The  question  that  occurs  to  me  first  is  you  say  that  you  represent  the 
life  and  health  insurers  in  the  country,  your  organization  has  92  per- 
cent, as  I  understand  it,  of  the  life  insurance  in  force  and  the  health 
insurance  in  force. 

Wliat  action  did  you  take  to  ascertain  the  opinion  of  your  constituent 
members?  Was  there  a  conventicm,  was  there  a  poll  of  any  kind,  was 
there  any  kind  of  determination  that  documents  your  assertion  that  the 
industry  opposes  this? 

Mr.  Dillard.  Senator,  we  have  an  elaborate  committee  structure  tliat 
handles  such  matters.  Our  legislative  committee  deals  principally  with 
matters  of  this  kind.  And  where  it  is  a  specialized  kind  of  legislation, 
as  this  is,  the  legislative  committee  of  the  council  sets  up  a  task  force. 

It  happened  that  I  chaired  this  task  force,  and  on  the  task  force  were 
the  representatives  of  the  largest  of  the  life  companies,  and  snne  of 
the  small  life  companies,  as  well  as  several  from  t£e  health  industry,  a 
very  representative  task  force  of  about  18. 

With  a  lot  of  preliminary  work  by  the  staff,  we  spent  a  day  reviewing 
the  legislation  and  coming  to  the  adoption  of  a  resolution. 

This  resolution  then  was  presented  to  our  Legislative  Committee, 
which  again  is  a  very  large  representative  committee. 

The  Chaihman.  How  large  is  that  committee  ? 

Mr.  Dillard.  It  has  17  members.  The  HIAA  is  Government  Rela- 
tions Committee,  which  has  20  members,  used  tM  same  process,  al- 
though t^e  task  forces  met  together. 

Then  aft«r  that  was  done,  our  Board  of  Directors,  which  has  30  rep- 
resentatives elected  by  the  membership,  spent  s  day  reviewing  it,  as  I 
imderstand,  at  their  meeting  in  the  first  part  of  September,  and  the 
wholo  process  resulted  in  the  position  we  have  taken  here  today. 

The  Chairman.  Was  there  dissent?  Was  this  a  c<msensus  view,  or  a 
unanimous  view  ? 

Mr.  Dillard.  I  believe  that  we  did  not  have  a  single  dissent  in  the 
task  force  or  the  Legislative  Committee.  The  Board  approved  the  mo- 
tion unanimously. 

The  Chairman.  One  of  the  problems  that  troubles  me  about  this 
situation — Senator  Brooke  has  indicated  that  he  is  concerned  about  the 
underwriting  losses  suffered  by  property-casualty  insurance  companies 
and  the  ability  of  the  State  guaranty  funds  to  handle  potential  insol- 
vencies of  this  type. 

Of  course,  we  liave  to  be  concerned  about  the  losses  in  your  area, 
too.  I  wonder  if  you  could  indicate  the  position  yoa  are  put  in  if  we 
have  a  serious  inflation  ?  As  I  understand  it,  the  life  and  health  people, 
particularly  the  life  people,  would  be  more  vulnerable,  perhaps,  to  a 
serious  inflation  than  to  almost  any  other  kind  of  development,  includ- 
ing a  depression. 

I  wonder  if  thought  has  been  given  to  the  adequacy  of  the  State 
funds  to  weather  that  kind  of  say  double-digit  inflation  for  a  number 
of  years  ? 

Mr.  Dillard.  Senator,  I  think  really  inflation  impacts  us  differently 
and  much  less  than  it  does  the  property  and  casualty  bu^ess,  becaoso 
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it  is  obrions  thmt  as  you  j^  along,  for  example,  in  the  automobile  busi- 
nefls^  the  cost  of  repairmg  fenders  and  putting  new  parts  on  auto- 
mt^Hles  has  been  tending  to  go  up  very  drastically. 

Particularly  in  the  life  business,  your  dollars  are  fixed  dollars,  a 
$1^00  policty  now  is  $1,000  when  the  man  is  dead,  and  there  is  no 
dimcalty  nsaally  about  d^rmining  that. 

Now  were  is  some  impact,  obviously,  on  the  health  side,  particularly 
in  the  groap  health.  But  most  of  us  have  gone  to  the  proportion  of 
holding  our  rate  guarantees  to  lees  than  a  year's  time. 

I  know  in  my  own  company,  we  dont  guarantee  the  group  rates  for 
more  than  6  montiw,  except  for  a  very  substantial  added  premium. 
llien,  too,  these  are  on  an  annual  basis,  so  the  companies  are  able  to 
adin^  rates  so  as  to  take  care  of  liie  rising  health  costs. 

1  will  sa^  we  have  been  very  concerned  about  rising  health  costs. 
But  we  thmk  we  are  in  a  much  better  position  to  handle  the  infla- 
tionaiy  spiral  than  the  property  and  casualty  business. 

Tlie  Chairman.  That  puzzles  me  somewhat  because  my  conversa- 
tions with  life  insurance  people  in  my  State  have  indicated  their  deep 
CfHLcem  with  inflation,  and  what  they  say  would  be  a  devastating 
effect  of  continued  high  inflation. 

liiey  point  to  the  fact  that  their  investment  income  and  premium 
incone  is  fixed  for  long  peiiods,  and  adjusting  is  difficult. 

Lei  nte  a^  yon  this:  ion  oppose  the  bill,  and  yet  you  say  only  22 
States,  as  I  understand  it,  have  adopted  ^eir  own  life  and  health  in- 
surance gnaranty  laws. 

Can  yon  give  us  an  estimate  of  what  percent  of  poIi(^holders  are 
left  nnprot^ted  l^  any  State  guaranty  law  covering  these  lines  of 
insurance! 

Mr.  I>iLLASD.  I  am  sorry,  I  cannot  give  you  that  estimate.  I  will 
say  this,  as  far  as  the  number  of  State  laws  are  concerned,  our 
problems  of  solvency  in  the  life  business  have  been  really  very,  very 
minor.  I  happen  to  be  chairman  of  the  Texas  Guaranty  Association, 
and  our  problems  there  just  have  been  minuscule.  They  are  just  so 
small  they  are  hardly  consequential.  We  ran  one  very  small  assessment, 
and  havent  even  paid  out  all  of  the  money  on  that  assessment  as  a 
matter  of  fact. 

The  Chairman.  Let  me  see  if  I  understand  the  significance  of  this 
11  22  States,  only  22  States  have  adopted  their  own  life  aiid  health 
insurance  guaranty  laws,  does  that  mean  in  the  other  28  States,  the 
lUAJority  of  the  Stotes,  that  there  is  no  State  protection,  no  legal  pro- 
tecticHi  m  the  event  of  default  by  an  insurance  company,  life  insurance 
conopany,  or  health  insurance  company  ? 

Mr.  I>ELLARD.  No.  You  see,  contrary  to  the  property  and  casualty 
(3naranty  Association  bills,  the  life  bills  provide  protection  for  policy- 
holders wherever  situated. 

This  means  that  for  a  company  domiciled  in  a  State  with  a  life 
insurer  guaranty  plan,  the  protection  in  the  event  of  an  insolventrr 
extends  to  all  of  the  company's  policyholders,  even  those  residing  in 
States  without  life  guaranty  plans.  This  is  important  in  view  of 
the  fact  that  there  are  some  States  that  have  very  few  or  periiaps 
no  domicUed  life  insurance  companies. 
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Farther,  as  I  stated  earlier,  such  guaranty  plans  are  in  efFect  in 
some  of  the  most  populous  States,  which,  incidentally,  are  also  the 
States  in  which  a  maj  ority  of  life  insurers  are  domiciled. 

Most  of  our  life  companies  do  bosiness  widely  in  the  United  States. 
Therefore,  the  protection  afforded  by  these  existing  life  ^arant? 
plans  is  much  broader  and  much  more  comprehensive  than  it  wonld 
he  if ,  as  with  the  propertT/casualty  plans,  sudi  protection  were  just 
confined  to  the  reaidentB  of  a  particular  enacting  State. 

So  the  truth  of  the  matter  is  t^e  protection  is  much  broader  and 
much  more  comprehensive  in  the  life  side,  because  if  a  company  is 
doing  businees  in  a  particular  State  that  doesnt  have  a  guaranty  Mil, 
guaranty  association  law,  t^ey  stiU,  if  they  are  insolvent,  they  still  havB 
to  protect  all  of  the  policyholders  in  that  State  under  tie  law. 

So  that  the  coverage,  you  see,  is  much  broader  than  it  would  be  if 
it  were  just  confined  to  the  residents  of  a  particular  State.  Because  most 
of  our  life  companies  do  business  widely  in  the  United  States. 

The  Chahoun.  My  time  is  up.  I  just  have  one  other  questitm. 

You  say  that  the  proposals  in  S.  1710  could : 

DfttnaKe  tbe  intricately  wotmi  network  of  State  Insnnmce  regnlatlon,  lead  to 
the  loM  of  its  dlTerslt;,  and  facility  tor  innoratlcHi  and  exi>erl]nnttatl(». 

But  tJie  intent  of  the  Brooke  bill  is  to  create  a  dual  insurance  system 
similar  to  the  dual  banking  system,  and  to  use  the  Federal  alternative 
to  inspire  better  regulation  at  the  State  leveL 

There  is  no  evidence  that  the  dual  banking  system  has  stifled  State 
innovation.  To  the  contrary,  many  of  the  m<ffit  innovative  develop- 
ments in  banking  recently,  each  as  the  NOW  accounts,  have  been  de- 
veloped at  the  State  level,  in  spite  of  the  fact  we  have  a  very  compre- 
hensive Federal  regulation. 

What  evidence  do  you  have  to  au^^est  that  Federal  involvement 
would  damage  and  not  improve  the  quality  of  State  insurance  regu- 
lation t 

Mr.  D1U.ARD.  Well,  I  suppose  that  is  really  a  subjective  judgment. 
But  it  seems  to  me  that  there  is  such  a  vast  difference  between  regu- 
latinfj  banks  that  operate  in  one  State  and  in  many  places  operate 
only  m  one  location — as  in  our  State,  we  do  not  permit  branch  cnnk- 
ing — that  the  opportunity  for  development  of  regulatory  ideas,  whm 
^read  across  SO  jurisdictions,  is  much  greater  thim  when  concentrated 
in  one  Federal  agency. 

As  I  say,  I  cannot  come  forward  with  any  facts  or  figures,  and  I 
guess  it  is  subjective  judgment. 

The  CHAiRUAif.  Well,  of  course  the  idea  behind  S.  1710  is  not  to 
concentrate  regulation  at  the  Federal  level  at  all.  l^e  idea  is  that  the 
State  regulation  would  continue,  and  you  would  have  a  dual  system, 
and  you  would  simply  have  an  additional  option  for  insurance  com- 
panies, if  they  volunteered  to  do  so,  to  joining  the  Federal  system. 
There  is  nothing  mandated,  and  it  is  with  the  understanding  tiut  the 
50  States  would  continue  their  regulation. 

Mr.  DiLLARD.  This,  of  course,  posee  other  problems,  too,  where  there 
is  duplicatitm  and  no  eliminf^ion  of  the  duplication  of  regulation. 
Particularly  in  such  matters  as  policy  approval,  and  that  sort  of 
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The  Chairman.  Suiator  Bnx^. 

Senator  Bbookx.  Thank  you,  Mr.  Chairman. 

Mr.  Dillard.  you  state  that  perhara  some  of  Tour  companies  would 
agree  with  eituer  or  boUi  ccmcepts  <h  optional  Federal  chartering  and 
the  Federal  foaranty  fond,  but  that  most  of  them  disagree  with  both 
ocmcepts  entirely. 

I  suspect  fr<Mn  the  comm^its  I  have  heard  that  there  are  a  number 
within  your  association  who  would  support  this  legislation  or  some 
modified  form  of  it. 

WhMi  you  state  that  most  of  your  member  companies  disagree  with 
the  proposals  entirely,  I  am  not  surprised,  since  I  know  that  your 
menAiership  includes  many  smaller  companies,  with  regional  biases, 
who  are  against  any  change,  really,  in  tne  status  <^uo. 

And  I  am  well  aware  ^at  the  opinion  of  the  insurance  commis- 
sioners who  oppose  this  legislation  carries  considerable  influence  in 
your  industry.  I  think  that  was  made  crystal  clear  to  us  in  the  testi- 
tnony  which  we  received  more  particularly  yesterday. 

But  I  would  like  to  ask  you  these  questions :  How  many  States  have 
adopted  life  and  health  guaranty  plans?  Twenty-two,  did  you  sayf 

Mr.  DiLLABn.  Twenty-two,  yes. 

S«iator  Brooke.  In  most  States,  both  property  liability  and  life  and 
health  guaranty  funds  have  been  proposed  in  approximately  the  same 
time  frame.  To  date,  our  information  indicates  that  only  17  States  have 
adopted  life  and  health  guaranty  htws,  whereas  48  States  have  prop- 
erty liability  guaranty  nmds. 

"Wliy  has  adoption  of  life  and  heiUth  guaranty  funds  lagged  so  far 
behind  adoption  of  property  liability  laws  f 

Mr.  DmLAita.  I  think  that  there  has  been  some  resistance  in  the  life 
business  to  the  adoption  of  these  guaranty  bills.  And  simply  on  the 
proposition  that  there  wasnt  really  a  problem  in  this  field,  as  there 
was  in  the  property  and  casualty  field. 

We  know  that  really  the  pressure  has  been  in  the  property  and  casu- 
alty field,  and  not  in  the  life  field,  because  losses  in  the  life  field  have 
been  very,  very  small,  and  the  commissioners  themselves  have  been 
able,  in  most  instances,  to  overcome  the  problem,  where  they  have  had 
problems  in  the  life  field. 

So  there  has  been  some  resistance.  And  I  agree  that  the  pressure  has 
not  been  the  same  at  all. 

Senator  Bsooke.  Do  you  know  whether  life  insurance  companies 
opposed  the  adopticm  of  life  and  health  guaranty  plans  in  some 
States? 

Mr.  Dillard.  I  think  they  have  in  some  States  where  there  was  no 
premium  tax  offset,  that  sort  of  thing.  The  ACLI's  portion  has  been 
they  favored  them  if  they  had  a  tax  offset. 

Senator  Bkoorx.  I  referred  yesterday  to  an  article  by  Jack  H. 
Blaine,  appearing  in  the  spring  1977  edition  of  Forum,  which  said, 
"State  guaranty  plans  seem  to  m  plagued  by  constitutional  and  other 
leffitl  problems." 

Do  these  serious  and  continuing  legal  difficulties  ctwiprise  the  effec- 
tiveness in  your  opinion  of  the  State  guarantee  funds  ? 

Mr.  Dii£jutp.  Not  really.  I  kind  of  dreaded  that  question,  Senator. 
I  told  Jack  Blaine  I  wasnt  going  to  defend  him  in  any  way.  But  I 
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dont  think  it  has  been  a  real  inhibition  against  the  adoption  of  these 
laws. 

As  you  know,  the  first  one  that  went  to  the  Supreme  Court  of  Wash- 
ington, they  sustained  it,  the  constitutionality  of  it.  Obviously  when 
you  take  a  new  concept  like  this  and  lay  it  out  before  companies  and 
lawyers,  you  have  some  resistance  to  the  idea. 

But  basically  I  don't  think  there  is  but  one  State  that  has  knocked 
it  out,  and  that  was  on  purely  technical  grounds,  and  they  have  re- 
passed it  to  meet  those  technical  objections,  so  I  dont  thinik  that  has 
been  a  real  serious  problem. 

Senator  Brooke.  Now  Mr.  Robert  Hunter,  of  the  Federal  Insurance 
Administration,  in  his  statement  on  M<mday,  testified: 

We  bare  yet  to  be  conWDced  tbat  form  approval,  wbicb  the  bill  clearly  leaves 
to  the  States,  la  bo  divorced  from  flnandal  or  rating  concerns  tliat  divided  re- 
sponMbllltr  is  either  feasible  or  deMrable. 

Now  we  have  heard  many  complaints  from  companies  about  the 
increasing  number  of  different  insurance  policy  forms  prescribed  by 
the  States  and  the  burden  this  places  on  companies  doing  business  in 
many  different  States.  You  say  in  your  judgment  "Frustrations  in 
Stat«  regulations  continue  to  arise  because  of  variations  in  State  laws 
that  bear  no  apparent  relationship  to  local  conditions  or  problems." 

If  the  Federal  Government  were  to  offer  alternative  regulation  for 
solvency  purposes,  do  you  think  that  such  regulation  would  be  more 
attractive  to  your  members  if  it  provided  for  Federal  rather  than 
State  regulation  of  policy  forms! 

Mr.  DiLLABD.  I  think  that  is  a  step  in  the  right  direction,  I  would 
have  to  say  that,  yes,  sir.  What  is  said  there  in  my  statement,  and  by 
Mr.  Hunter,  is  true.  There  are  frustrations,  there  are  difficulties^  in- 
volved in  multi  State  approval  of  policy  forms  and  that  sort  of  thing. 

Certainly  that  is  a  real  problem  for  our  business,  I  have  to  say  that, 
you  are  right. 

Senator  Brooki:.  Now  in  my  opening  remarks  I  mentioned  the 
Washington  Post  article  entitled  ^'How  an  Insolvent  Firm  Keeps 
Selling  Insurance."  I  have  asked  the  staff  of  your  association  to  bring 
that  article  to  your  attention.  I  presume  t^t  toey  did } 

Mr.  DiLLUtD.  I  have  seen  it  before,  yes,  sir. 

Senator  Brooke.  I  am  submitting  a  copy  of  the  article  for  inclusion 
in  the  record  at  this  point 

Mr.  Chairman,  I  would  like  to  include  a  copy  of  that  article  in  the 
record. 

The  CHAnofAN.  Without  objection,  that  will  be  printed. 

[The  article  f oUows :] 

[Trom  the  WUUngtOD  Pott,  Mmj  28, 19773 

How  AK  Irsoltkht  Fiku  Keeps  SELLino  iNaua&iroK 

(By  JoJmF.Berry) 

OoLUHBU,  S.O.,  May  24.~EHght  years  ago  Hr,  and  Mrs.  OdeU  A.  Ulce  made 
the  final  payment  on  a  fSOO  life  Insurance  policy  tbey  had  taken  out  10  years 
earlier  on  their  son. 

The  Mlies'  policy  provided  In  writing  that  the  company,  New  Sontb  Ufe  Insar- 
ance  Oo.,  based  here  In  Oolnmbla,  wonld  pay  on  demand  the  valne  of  the  policy 
In  cash  or  make  a  loan  against  that  value. 
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But  lecentlr,  wben  the  Mizes  tried  to  get  money  from  the  compttnr  for  a 
down  pBymoit  on  a  mobile  home  for  their  bod'b  wedding  present,  tbey  learned 
tliat  New  SoaOi  was  not  titHiaring  Ita  commitment. 

"We  tried  two  or  three  times  to  cash  the  policy  in,"  Mrs.  MUe  said.  "I  gnefis 
there's  not  much  we  can  do." 

The  teaaon  that  the  Mlses  and  about  175,000  other  policyholders  cannot  get 
thdr  tnon^  wltbont  dying  is  that  New  South  has  been  insolvent  since  1971  and 
the  poUeyholdera'  money  Is  being  used — Interest  free — to  ball  out  the  company 
and  its  owneia. 

What  ia  mor«.  New  South  saleBmen  are  still  peddling  policies  to  unaoapecting 
boyera  who  apparently  are  not  aware  of  the  company's  financial  dlfflculties. 

The  complex  uid  queetionable  scheme  to  ball  out  New  South  has  been  directed 
tr  former  South  Carolina  Gov.  Bobert  McNair,  the  company's  counsel.  The 
p(dicTholdfliB'  fnndB  are  being  used  to  rescne  a  personal  friend  and  political  ally, 
Lester  L.  Bates,  Sr.,  chairman  and  majority  stockholder  of  New  South  and 
former  mayor  of  this  city. 

UMt  of  the  New  South  policyholders  do  not  seem  to  know  what  is  hwiiening. 
New  Sooth  sells  a  form  of  coverage  known  as  debit  life  insurance.  The  policies 
are  higber-priced  Hum  comparable  coverage,  because  salesmen  come  to  the  pollcy- 
htdders  weekly  or  monthly  to  collect  premiums.  About  SO  per  cent  of  New  South's 
policyholders  are  xtoor  blacks  living  in  rural  areas  of  the  state. 

Few  have  contacted  the  state  insurance  department  since  It  belatedly — in 
1972 — made  public  New  South's  collapse. 

NO  rabBBAL  BTAHDABD8 

There  are  no  (ederal  standards  to  protect  policyholders,  and  there  are  no  signs 
tbat  Congress  la  willing  to  tackle  the  problem. 

At  present,  for  all  practical  purposes,  small  Insurance  companies  that  deal 
(Hily  in  4Mie  state  are  regulated  by  that  state's  insurance  department.  And  many 
ot  these  departments  (there  are  a  few  notable  ezcepUons),  instead  of  protecting 
bnyera  of  inaurance,  have  become  extensions  of  business  and  political  Interests. 

Federal  Hagiatrate  Charles  W.  QambreU,  one  of  the  former  South  Carolina 
Insurance  commisslonere  interviewed  for  this  story,  blamed  the  system  for  the 
New  South  affair. 

"This  whole  debacle  is  the  accumulation  of  BO  years  of  indifference  to  insurance 
regulation,"  he  said.  "I'm  humiliated  that  New  South's  troubles  could  have  been 
overlooked  so  long." 

In  preparing  t-hlii  article.  The  Washington  Post  reviewed  tbe  sizable  accumula- 
tion of  court  documents  related  to  tbe  case  and  interviewed  many  of  the  prin- 
^pala  and  sources  familiar  with  it.  Some  refused  to  talk  in  detail  because  of 
legal  implications ;  others  requestled  anonymity  because  tbey  feared  retribution 
trom  powerful  state  figures  involved. 

TKE  ESTABLISH  IIBRT 

What  emerged,  however,  Is  the  story  of  how  prominent  members  of  South 
Carolina's  business  and  political  establishment  Joined  forces  to  stave  off  per-' 
sonal  financial  and  legal  liabilities  of  New  South's  principal  owners. 

The  71-year-otd  Bates  founded  Capital  Life  Insurance  Co.  In  1936.  Capital,  like 
his  present  firm,  sold  debit  life  insurance. 

Capital  seemed  to  be  thriving  In  the  1930s.  But  by  the  late  1940s  the  company 
waa  found  by  the  state  Insurance  department  to  be  short  of  necessary  reserves 
to  pay  policyholder  claims.  (This  same  problem  would  crop  up  two  decades  later 
with  New  South. ) 

Whether  the  reserve  deficiency  was  real  or  imagined.  Bates  was  forced  to  sell 
hia  company  to  a  Chicago  outfit  calVed  United  Life  Insurance  Co. 

To  this  day,  Bates  claims  he  lost  nearly  $1  mllliou  in  the  forced  sale. 

In  1956,  Bates  got  back  Into  the  debit  life  Insurance  business  when  he  founded 
New  South  to  sell  policies  vrltblu  South  CaroUna. 

Bates  was  active  in  business  and  politics  and  was  elected  mayor  of  ColumMa 
in  loss.  He  ran  unopposed  two  more  times  before  retiring  in  1970  on  the  eve  of 
the  New  South  debacle.  He  also  ran  unsuccessfally  for  governor  in  1916  and  1960. 

SBKIOrS  FROSLEMS 
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and  examlnera  from  tbe  Insunnce  department,  who  went  over  tbe  company's 
books  every  three  years,  never  saw  any  problems. 

But,  in  fact,  tbere  were  seriona  problems  at  New  South.  It  is  a  measnre  of  the 
quality  of  the  state  InBurance  examination  system  that  it  failed  to  discover  that, 
each  year,  ttew  Sonth  was  sinking  deeper  and  deeper  In  red  ink.  The  reason: 
New  Sonth's  IkwUs  and  computer  printouts  were  being  delllwrately  altered  to 
make  the  company  look  more  profltable  than  it  really  was. 

The  man  who  would  later  be  accused  of  rigging  the  records  was  Louia  J.  Glaser, 
a  booUieeper  Bates  bad  hired  away  from  United  life.  One  of  the  unanswered 
question  in  th^  whole  affair  is  why,  after  accusing  United  Life  of  cheating  Mm 
out  of  nearly  $1  million  in  the  sale  of  Capital  Life,  Bates  hired  the  man  who  luid 
calculated  the  worth  of  his  company  for  United. 

In  1969  Olaser  was  accused  of  stealing  money  from  the  company  by  forgii^ 
loans  on  Insureds'  policies.  He  got  the  checks,  wblch  were  casbed  by  a  friendly 
casliier. 

OBAA0E8  NOT  PBCSBO) 

But  Bates  did  not  press  charges.  Bates'  son,  Lester  L.  Bates  Jr.,  who  is  president 
of  New  South,  said  in  an  interview  that  the  reason  was  that  Olaser  liad  just  had 
open-heart  surgery. 

Olaser  retired  to  Clearwater,  Fia.,  where  he  made  a  settlement,  reportedly  In 
five  flgnres,  on  unpaid  taxes  with  the  Internal  Revenne  Service. 

As  it  turned  ont,  the  revdation  of  Glaser's  admitted  caper  was  small  change 
compared  with  what  was  to  come. 

In  the  spring  of  1971,  New  Sontta's  consulting  actuaries  made  a  troubling  dis- 
covery. They  discovered  that  New  South  did  not  have  enough  financial  reserves  to 
meet  f  utnre  policyholder  claims. 

Beserves  are  tbe  amounts  actuaries  calculate  that  a  life  insurance  company  will 
need  to  pay  policyholders.  The  ratio  of  reserves  to  insurance  oDtstanding  la  set  by 
state  law. 

James  L.  Atbeam,  an  inenrance  professor  at  the  University  of  South  Carolina 
College  of  BnslneBB  Administration,  describes  reserves  this  way :  "Tbe  reason  for 
establishing  reserves  is  to  force  a  company  to  recognise  it  must  accumulate  assets 
to  pay  claims.  The  function  of  reserves  is  to  keep  a  company  from  frittering  away 
it  assets." 

It  Is  clear  that,  when  New  South  was  warned  by  tbe  outside  actnaries  of  the 
reserve  d^ciency,  the  state  Insurance  department  should  have  been  notified  so  It 
could  conduct  an  audit.  But  Bates  told  ndtber  tbe  department  nor  the  company's 
stockholders. 

AN  OPmf  ISnO  BEFOBI 

Indeed,  tbe  younger  Bates  sent  an  optimistic  quarterly  letter  to  shareholders, 
dated  Ang.  9, 1971,  several  months  after  the  discovery.  He  told  them  that  the  com- 
pany was  foUowing  "an  extremely  good  trend." 

During  a  recent  Interview  with  a  reporter,  Lester  L.  Bates  Jr.'s  attorney  advised 
blm  not  to  discuss  the  August  letter  becanse  of  possible  litigation. 

It  was  not  until  the  fall  of  1971  that  New  Sonth  Informed  the  insurance  depart- 
ment that  it  had  problems,  some  six  months  after  they  were  turned  np  by  Uie 
actuaries.  And  It  was  not  until  February,  1972,  that  the  insurance  department  told 
the  public  of  the  New  Sonth  situation. 

By  South  Carolina  law,  an  insurance  company  Is  required  to  report  any  "Impair- 
ment" to  tbe  insurance  commission  immediately — a  fact  that  Bates  should  have 
known,  since  he  was  a  member  of  the  insurance  commission  at  tbe  time. 

Bates  In  bis  defense  says  that  he  was  not  aware  of  the  extent  of  bis  company's 
dlfflculUes  Immediately. 

By  then,  moreover,  the  groundwork  had  been  laid  for  tbe  bailout  of  New  Soath'a 
board  members,  officers,  and  stockholders  at  the  exjKnse  of  Its  policyholders. 

When  the  truth  finally  surfaced,  It  turned  out  that  New  South  was  awash  In  red 
ink  with  liabilities  exceeding  assets  by  more  than  $9  million.  Tbe  company  was 
legally  Insolvent,  with  assets  of  {14.1  million  against  liabilities  of  $23.1  million. 

Olaser  and  tbe  two  Bates  were  indicted  by  a  county  court  here  on  criminal 
charges  of  conspiracy  and  filing  false  financial  statements.  Olaser  was  never  served 
with  a  warrant  becanse  of  his  poor  health,  and  he  died  a  short  time  later  of  a  heart 
attack.  Is  February,  1972,  tbe  Bates  were  found  not  guilty  of  the  complicated 
charges  growing  oat  of  tbe  staggering  $9  million  defldt  at  New  South. 
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A  XEW  PLUT 

me  Bates,  who  had  been  on  leave  from  New  Sontb  daring  the  trial,  returned  to 
the  cranpaay.  Ihat  same  month  a  rehabilitation  plan  waa  sabmttted  to  state  Cir- 
cuit Court  Judge  John  Grlmball,  who,  In  June,  accepted  the  unorthodox  scheme. 

Under  the  rehabilitation  plan : 

A  Uen  waa  put  on  the  company's  reserveB  so  that  policyholders  conld  not  get  the 
caab  Talue  provided  Tor  in  their  policy  contracts.  In  short,  an  insured  person  had 
todle  to  get  money  that  should  be  rightfully  his  alive. 

Thirteen  million  dollars  of  the  reserves  were  put  on  the  asset  side  of  the  com- 
pany's ledger.  By  the  strolce  of  his  pen,  the  Judge  erased  the  $9  million  deficit  and 
created  a  $4  million  snrplns,  allowing  the  company  to  continae  selling  policies. 

Stockholders  and  policyholders  were  enjoined  from  Buing  the  management  or 
the  board  of  directors. 

Deicrlbing  the  rehabilitation  plan  in  the  Business  and  Economic  Review  pub- 
lished by  the  University  of  South  Carolina,  Professor  Atheam  wrote,  "In 
effect,  policyholders  have  made  an  involuntary  loan  to  the  company  at  a  zero 
rate  of  Interest  .  .  .  There  Is  no  guarantee  when  this  loan  will  be  paid  back, 
or,  in  fact,  it  it  will  be  paid." 

Actually,  the  rehabilitation  plan  was  created  by  New  Souths  attorneys,  for- 
mer Gov.  McNair.  whom  the  company  hired,  when  it  learned  of  its  problems, 
and  C.  Heyward  Belser,  another  politicatly  connected  lawyer. 


South  Carolina  law  stipulates  that  when  a  company  in  insolvent  the  insurance 
commission  "shall'*  stop  it  from  doing  hualues^i.  But  Chief  Insurance  Commis- 
sioner John  W.  Lindsay  never  went  to  c-ourt  to  challenge  the  judge,  who  effec- 
tlvely  usurped  the  commission's  authority  when  he  prohibited  the  commission 
from  "holding  any  further  hearings  or  revoking  or  suspending  the  license"  of 
New  South. 

The  same  management  that  pivsided  over  the  company's  insolvency  was  left  in 
place,  immunized  from  suit  by  judlcisl  decree.  The  elder  Bates  was  quoted  in 
September,  1972,  as  saying  that  Ue  knew  "not  one  thing  in  this  world  about  In- 
surance reserves.  My  education  Is  limited  to  about  a  fifth-grade  education." 

The  principal  players  in  the  New  South  bailout  are  members  of  the  South  Caro- 
lina establishment. 

For  example.  McNaIr  and  Bates  are  old  political  nllies.  as  is  the  chairman  of 
the  insurance  department.  Claude  McCain,  who  was  In  the  state  senate  with 
McXair  and  was  the  ex-governor's  roomate  in  college. 

Belser,  the  outside  attorney  for  New  Sonth  who  presented  Judge  Orimball 
with  the  rehabilitation  plan,  is  related  by  marriage  to  the  Judge. 

Bates  was  a  niemlier  of  the  five-member  insurance  commission  until  Decem- 
ber, 1971,  well  after  his  company  became  insolvent. 

ON  THE  BOARD 

The  New  South.  iKwrd— which  had  been  shielded  from  suit  by  the  jui^'s 
order — includes  William  P.  Austin,  a  former  insurance  commissioner  and  a 
prominent  attorney,  Edward  K.  Pritchard,  another  well-known  attorney  here, 
Marshall  A,  Shearouse.  an  officer  of  a  leading  bank.  C.  Wallace  Martin,  a  vice 
president  of  the  University  of  South  Carolina,  and  David  McLeod,  s  brother 
of  the  state  attorney  general. 

Soon  after  New  South's  Insolvency  was  revealed,  the  legislature  moved  to 
create  the  South  Carolina  Life  and  Health  Insurance  Guarantee  Association. 
Each  company  must  join,  and  if  one  fails  the  others  are  assessed  pro-rata  to 
pay  off  policyholder  claims. 

The  trouble  la  that  althougti  the  failure  of  New  South  caused  the  association 
to  be  formed,  its  policyholders— even  its  new  policyholders— are  not  covered.  The 
reason  :  the  state  supreme  court  declared  In  1978  that  the  $13  million  Hen  asset 
created  by  Judge  Grimball  was  not  an  asset  at  all. 

Said  the  court ;  "The  cash  value  of  the  life  insurance  policy  is  a  debt  owed  to 
the  policyholder  and  It  cannot  be  transformed  into  an  asset  of  the  company  by 
court  decree." 

What  this  means  la  that  New  South  la  right  back  where  It  was  in  1971,  before 
Grimball's  decree.  But  the  high  court's  derision  has  not  affected  Grimbali's 
refinancing  decree  nor  has  it  stopped  New  South  from  busily  wrtUwj,wi-«  -^VS.tXw. 
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KOBE   HEW    POLICIES 

Indeed,  new  polldes  must  be  written  bo  the  premlumB  can  be  used  to  keep  tbe 
companj'  afloat  and  to  pa;  off  tbe  death  claims  of  old  pollcjliolderB.  MoreoTer, 
premium  rates  have  been  boosted  as  much  as  166  per  cent  to  provide  more 
income  for  the  company. 

In  an  Interview,  Judge  Grlmball  refused  to  answer  when  asked  if  he  would 
bu;  his  life  insurance  from  New  South. 

Ex-Gov.  McNalr,  for  his  part,  said  that  he  would  have  no  problem  buTisg 
life  iDBurance  today  from  New  South  because  ''I  think  policyholders  are  full; 
protected." 

N^ot  everyone  here  In  Columbia  has  gone  along  with  the  scheme,  bat  most 
critics  shy  from  going  on  the  record. 

Howard  Clark,  who  was  chief  insurance  commissioner  when  the  state  supreme 
court  said  the  Ucn  ivas  not  an  asset,  tried  to  yank  New  South's  license.  Judge 
Orimball.  however,  blocked  him  with  an  unwritten  order. 

Both  Price  Waterhouse  Co.,  the  major  accounting  firm,  and  the  American 
Academy  of  Actuaries  have  refused  to  Join  Judge  Grlmball  In  recognldng  the 
lien  as  an  asset,  thus  conflrmlng  that  New  South  is,  in  fact,  insolveot. 

And  Joseph  Nobeck,  an  actuary  who  was  an  espert  witness  in  bearings  against 
tbe  ball-out  scheme,  said  In  a  recent  interview  r  "On  the  New  Sonth  application 
form  for  new  policies  there  should  be  printed  In  bold  face — perhaps  red  ink — 
'You  are  buying  this  policy  from  an  insolvent  company.'" 

Senator  Brooke.  Is  the  New  South  Life  Insurance  Co.  a  member 
of  your  association  ? 

Sfr.  DiUjArd.  No  sir. 

Senator  Brooke.  Has  your  association  had  occasion  to  look  into  the 
facts  of  the  New  South  case? 

Mr.  DiLLARD.  Well,  I  think  most  of  us  are  familiar  with  the  facts 
surfounding  it,  and  probably  many  of  us  have  been  offered  the  oppor- 
tunity to  help  bail  it  out,  I  know  I  was  offered  that  opportunity  on 
behalf  of  my  company,  to  bail  it  out. 

Senator  Brooke.  You  didn't  accept  the  offer  ? 

Mr.  DiLLARD.  I  didn't  accept  the  offer,  no,  sir. 

Senator  Brooke.  As  I  understand  it.  South  Carolina  has  a  life  and 
health  guaranty  plan,  but  it  doesn't  appear  to  be  of  much  help  to  the 
policyholders  of  New  South,  who  cannot  borrow  against  their  policies 
or  obtain  their  cash  surrender  value  as  they  were  promised  in  their 
contracts.  Don't  you  agree? 

Mr.  Diujird.  Yes,  The  reason  for  that,  of  course,  though,  is  the  New 
South  was  insolvent  before  the  South  Carolina  legislature  passed  the 
law,  and  made  the  guaranty  law  effective.  Otherwise  it  would  have 
applied. 

Senator  Brooke.  But  the  policyholders  are  injured  though ! 
.  Mr.  D1LL.AR0.  Yes.  As  I  understand  it,  based  on  a  very  complex  situ- 
ation, they  have  put  a  policy  lien  against  the  cash  values,  the  loan 
values  of  all  of  the  policies,  yes,  Mr. 

Senator  Brooke.  Has  New  South  actually  been  declared  insolvent? 

Mr.  DiLLARD,  Well,  the  trial  court  arrived  at  a  rather  peculiar  result 
in  that  case,  and  sort  of  boot-strapped  the  operation  hy  setting  up  the 
loans  on  those  policy  reserves  as  an  asset,  at  least  technically  restoring 
it  to  solvency  by  that  action,  which  is  a  rather  peculiar  way  to  do  it. 

Senator  Brooke.  What  would  you  say  the  status  of  it  is ! 

Mr.  DiLiAKD.  It  is  my  understanding,  and  I  will  have  to  say  this  is 
hearsay,  or  what  I  read  in  the  papers,  my  understanding  is  that  they 
are  continuing  to  write  business,  and  continuing  to  collect  premiums 
off  all  of  the  busiiiess. 
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Senator  Brooke.  So  you  presume  they  are  solvent! 

Mr.  DiUiARD.  I  don't  tliink  they  are,  but  then  tliat  is  wliat  the  result 
has  been  in  South  Carolina,  I  understand,  I  don't  say  tliey  are  solvent, 
no,  sir. 

Senator  Bsooke.  If  you  were  the  regulator  in  South  Carolina, 
would  you  handle  it  that  way  ? 

Mr.  DiULAKD.  No,  sir. 

Senator  Brooke.  Well,  that  very  well  may  be  an  example  of  the 
weakness  of  State  regulation,  isn't  that  right  1 

Mr.  Dn.i.ARD.  Well,  that  could  be,  jes,  although  my  reading  of  that, 
what  I  know  of  that  case,  indicates  to  me  that  there  is  not  only  a  matter 
of  some  weakness  in  regulation,  but  principally  a  matter  of  fraud  and 
dishonesty,  because  of  the  manner  in  which  the  records  were  altered  in 
the  case. 

Senator  Brooke.  I  don't  even  know  that  I  should  mention  this,  and 
it  certainly  has  nothing  to  do  with  my  reasons  for  developing  this 
legislation,  but  tliere  have  been  a  number  of  indictments  and  convic- 
tions of  the  insurance  conunissioners  around  tlie  country,  unfortu- 
nately. It  is  a  bad  run  on  the  insurance  commissioners.  I  hope  that  won't 
continue,  because  obviously,  if  that  continues  the  public's  confidence 
in  insurance  regulation  will  be  eroded. 

That  also  is  a  matter  of  grave  concern  so  far  as  the  regulation  of  in- 
surance companies.  This  is  sometliing  that  I  am  sure  you  are  very 
much  concerned  with  yourself,  Mr.  DiUard.  I  know  of  your  very  dis- 
tinguished record  and  service. 

Mr.  DnxABD.  Senator,  I  think  that  when  you  have  dishonest  people, 
you  have  them  in  the  Federal  Government  ]ust  like  you  have  them  in 
the  State  eovemment,  and  it  would  be  just  as  easy  to  have  a  dishonest 
Federal  administrator  of  insurance  as  it  would  a  State  one. 

Senator  Brooke.  I  haven't  heard  of  too  many  Federal  insurance 
regulators  or  banking  regulators,  thank  God.  who  have  been  indicted. 
I  don't  remember  any,  oo  you?  Not  that  we  have  any  monopoly  on 
virtue. 

But,  as  I  ha\'e  said,  this  will  require  even  closer  scrutiny  of  some  of 
the  activities  of  State  regulators. 

Mr.  DiLLARD.  It  has  to  be  a  concern,  of  course. 

Senator  Brooke.  As  I  say,  we  had  a  spate  of  indictments  and  con- 
victions. 

You  mention  your  concern  about  the  fact  that  S.  1710  provides  for 

only  one  guaranty  fund,  but  you  recognize  that  the  Federal  Insurance 

Commission  would  be  expected  to  establish  different  fees  for  life  and 

health  and  for  property  and  casualty  companies,  reflecting  the  differ- 

.  ence  in  the  type  of  exposure  each  type  of  company  has. 

I  don't  quite  understand  that  concern.  Could  you  expand  upon  that! 

Mr.  DiLLARD.  Well,  of  course,  our  feeling  is  that  any  problem  in  the 
life  field  particularly  is  a  problem  that  is  de  minimus  as  far  as  the 
amount  of  money  is  concerned,  as  compared  with  the  property  and 
casualty  field. 

In  the  case  of  these  guaranty  funds,  State  guaranty  funds,  there  is 
a  division  between  the  life  side  and  the  health  side,  for  example,  be- 
cause the  health  side  has  the  aspects  of  casualty  insurance.  So  we  felt 
that  any  structure  that  was  set  up  on  the  guaranty  side  should  clearly 
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differentiate  between  the  life  and  the  casualty  sides,  or  the  various 
lines  of  business,  because  of  the  very  difference  in  the  amount  of  risk. 

Now  the  life  insurance  business  has  a  great  ability  to  resurrect  itself. 
It  can  build  itself  back  up,  even  when  it  has  been  stolen  from  or 
impaired,  and  this  is  not  true  in  property  and  casualty  insarance.  The 
life  business  has  that  faculty,  because  of  the  type  of  business  it  is.  That 
is  the  reason  we  think  that  the  matt«r  of  any  guaranty  funds  ought  to 
take  those  facts  into  consideration  in  fixing  a  rate  for  the  coverage. 

Senator  Brooke.  Now  are  annuities  covered  under  the  present  State 
life  and  health  guaranty  plans  t 

Mr.  DnxAsn.  Yes,  annuities  are  covered  under  present  life  and 
health  guaranty  plans  in  all  of  the  States  which  have  enacted  socb 
plans. 

Senator  Brooke.  Now  you  raise  questions  about  investment  provi- 
sions in  S.  1710,  and  I  have  stated  many  times  that  I  am  open  to  any 
su^estions  for  changes. 

W)uld  you  also  amplify  your  concern  and  supply  for  the  record  any 
alternate  set  of  investment  criteria  that  you  feel  would  be  desirablet 

Mr.  DiLiARD.  Yes,  we  could  amplify  tnat;  yes,  sir.  I  think  maybe 
there  was  one  remark  in  our  legislative  committee  that  was  typical, 
when  he  said, 


As  you  know.  Senator,  the  State  laws  are  very  comprehensive  in 
their  scope.  They  are  not  broad  in  the  sense  that  thev  leave  it  to  the 
companies'  discretion,  but  they  are  very  specific,  and  they  do  cover 
a  great  scope  of  types  of  investments.  And  they  have  been  developed 
over  many  years  in  most  States  through  a  process  of  legislative  action, 
so  as  to  protect  the  solvency  of  the  companies,  but  at  the  same  time 
permit  the  companies  to  make  the  proper  kinds  of  investments  without 
artificial  restrictions  on  the  type  of  investments  they  make. 

Senator  Brooke.  I  would  be  very  grateful  for  any  alternate  invest- 
ment criteria  you  might  wish  to  recommend. 

Mr.  DiLLARD.  We  would  be  glad  to  do  that,  air. 

Senator  Brooke.  Thank  you  very  much,  Mr.  Dillard.  You  have  been 
very  helpful.  We  are  certainly  grateful  to  you. 

'the  Chairman.  Thank  you,  Mr,  Dillard,  for  a  very  powerful  and 
effective  statement.  We  appreciate  your  testimony. 

Now  I  am  going  to  ask  the  next  witnesses  to  come  forward  together 
as  a  panel,  and  I  will  call  out  their  names. 

Mr.  Marvin  L.  Pearce,  president,  Professional  Insurance  A^nts; 
Mr.  Edward  J.  Kremer,  chairman.  Federal  affairs  committee,  Inde- 
pendent Insurance  Agents  of  America;  Mr.  H.  James  Douds,  general 
counsel,  the  National  Association  of  Life  Underwriters;  Mr.  Jean  C. 
Hiestand,  vice  president,  counsel,  State  Farm  Insurance  Cos. ;  and  Dr. 
Dennis  Reinmuth,  director  of  special  projects.  League  Insurance 
Group. 

Wo  would  like  to  have  it  arranged  so  each  of  the  main  witnesses  will 
be  sitting  at  the  table  with  access  to  the  microphone,  and  those  who  are 
accompanying  them  sit  perhaps  behind.  What  is  your  name,  sir! 

A&.  KtiKMUTU.  Reinmuth. 
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The  Chairman.  Perhaps  you  shoiald  move  over  to  a  microphone. 

Gentlemen,  I  am  going  to  ask  the  clerk  to  turn  the  time-^ight  on 
here,  because  we  would  appreciate  it  if  you  make  each  statement  about 
10  minutes.  You  don't  have  to  feel  your  throat  is  cut  when  tlie  red  light 
goes  on,  but  we  would  appreciate  it  if  you  would  terminate  as  soon 
as  that  happens.  When  the  green  light  is  on,  it  means  you  are  all  set. 
When  it  turns  yellow,  you  have  1  mmute  left.  The  green  is  on  9  min- 
utes, the  yellow  on  1  minute,  and  red  means  we  hope  you  will  be  able 
to  conclude  as  soon  as  possible. 

Our  first  witness  is  Mr.  Marvin  L.  Pearce,  of  the  Professional  In- 
surance Agents. 

Mr.  Pearce. 

STATEHENT  OF  HABVIH  L.  FEASCE,  PRESIDENT,  PR0FE8SI0NAI. 
IHSTntANCB  AGENTS,  ACCOXPANIES  BT  EDWARD  O'ROtJREE, 
STATE  LEGISLATION  AND  BEOULATION  COMMITTEE,  FIA 

Mr,  Pearce.  Mr.  Chairman,  my  name  is  Marvin  L.  Pearce,  of  Fre- 
mont, Ohio.  I  have  owned  and  operated  an  insurance  agency  in  part- 
nership with  my  brother  since  1946. 1  am  also  president  of  the  Profes- 
sional Insurance  Agents,  formerly  the  National  Association  of  Mutual 
Insurance  Agents.  PIA  is  a  national  association  of  30,000  property 
and  casualty  insurance  agents  from  all  50  States,  Puerto  Rico,  and 
the  Virgin  Islands,  with  headquarters  in  Washington,  D.C 

With  me  today  is  Edward  H.  O'Eourke,  an  agent  from  Louisville, 
Ky.,  and  a  member  of  PIA's  State  legislation  and  regulation  com- 
mittee. He  is  also  a  member  of  the  board  of  directors  of  the  Kentucky 
Insurance  Guaranty  Association  and  is  appearing  witli  me  today  be- 
cause of  his  firsthand  knowledge  of  the  regulation  of  insurers  for  sol- 
vency in  his  State. 

Mr.  Chaii-man,  I  would  like  to  summarize  as  briefly  as  possible  my 
prepared  statement,  but  I  would  respectfully  request  my  entire  state- 
ment be  put  in  the  record. 

The  Chairman-.  All  statements  will  be  printed  in  full  in  the  record. 

Mr.  Pearce.  In  addition,  Mr.  O'Kourke  has  brought  a  memorandum 
to  Senator  Proxmire  and  the  committee  from  Insurance  Commission- 
er Harold  B.  McDuffy,  Commonwealth  of  Kentucky,  president-elect 
of  the  National  Association  of  Insurance  Commissioners,  and  we  would 
like  to  have  this  entered  into  the  record  also. 

The  Chairman.  Without  objection,  it  will  be  printed  in  the  record. 

[Mr.  Pearce's  prepared  statement  and  the  memorandum  referred 
to  follow:] 
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HARVIN    L.    PEARCE,    CPCU ,    CIC,    CLU,    PRESTDBHT 

PROPBSSIOHAL  INSURAtlce  ACBtlTS 

OM  S.    1710 

THE  FEDERM.  IHSURANCE  ACT  OF  1977 

SUBMITTED  TO 

COMMITTEE  ON  BANKING,  HOUSING  AHD  UHBAN  AFFAIRS 

UNITED  STATES  SENATE 

SEPTEHBEB  14,  1977 


Mr.  Chalman,  my  name  1h  Marvin  L.  Pearce  of  Fremont,  Ohio. 
I  have  owned  and  operated  an  insurance  agency  in  partnership  with 
my  brother  since  194G.   I  an  also  President  of  the  ProfeBslonal 
Inauranee  Agents  (PIA) ,  formerly  the  National  ABoociation  of 
Mutual  Insurance  Agents  [NAMIA) .   PIA  Is  a  national  association  of 
30,000  property  and  casualty  insurance  agents  from  all  SO  Btatea, 
Puerto  Bico  and  the  virgin  Islands,  and  with  headquarters  in 
Washington,  D.C. 

Nith  me  today  is  Edward  H.  O'Sourke,  an  agent  from 
Louisville,  Kentucky,  and  a  nember  of  PIA's  State  Legislation  and 
Regulation  comittse.  He  is  also  a  Bember  of  th*  Board  of  Directors 
of  th«  Kentucky  Insurance  Guaranty  Association  and  is  appearing 
with  ma  today  because  of  his  [irst~hand  knowledge  of  the  regulation 
of  insurers  far  solvency  in  his  state. 


D,j.,.db,Googlc 


th«  needB  of  Insurance  buyeri 
requlatlon  at  the  state  leve: 
and  continues  to  support, 
the  neans  of  dealing  with  ini 
In  S.  I7I0,  the  'Fedara: 


515 

PIA  has  consistently  supported  the  state  regulation  of  the 
busineas  of  inauranca.   Wa  feel  that  regulation  at  this  level  la  well 
suited  to  the  diversity  of  insurance  carriers  operating  in  this 
country  ~  large  national  insurers,  regional  inaurers,  aDBll  insurers 
id>i^  serve  only  one  or  relatively  few  atatea.   rurthermore ,  and 
■ore  iaportant,  m  believe  that  the  regulation  most  responsive  to 

1  that  which  la  closest  to  then,  nanal) 
Our  association  has  also  suported, 
post-asaessmenti  guaranty  funds  as 
>r  insolvencies. 
L  insurance  Act  of  1977,"  we  ara  faced 
with  a  proposal  to  eatabliah  a  federal  chartering  option  aa  an 
alternative  to  state  supervision  and  a  federal  guaranty  fund  to  deal 
with  inaolvenciea  of  both  federally-chartered  Inaurars  and  those 
Etate-chactered  insurers  which  subscribe  Eo  it.   In  short,  the 
proposal  would  create  a  dual  regulatory  aysten  for  the  insurance 
industry. 

S.  1710  is  a  detailed  and  cooiplex  bill  which  would  bring  about 
profound  changes  in  the  operation  of  a  vital  seg; 
A  thorough  analysis  of  ita  provisiona,  and  detai 
them,  is  beyond  the  scope  of  this  statanent.   Dur  intention  Is  to 
focus  on  the  two  basic  concepts,  the  federal  chartering  option  and 
the  federal  9uaranty  fund,  rather  than  the  many  particulars  of  the 
legislation. 

In  his  rssiarlts  upon  introducing  S.  1710,  Senator  Brooke  ststad 
that  he  had  made  certain  modifications  in  this  bill  since  the 
earlier  version  wa*  introduced  in  the  IssE  Congress,  and  that  he 
expected  further  modifications  to  be  siade  as  conaents  were  received 
on  it.  The  position  of  our  association  is  that  no  modification  can 
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■ake  thla  bill  accaptable,  alnca  Its  two  ba>ic  coDC*pt*  «rB  tli*>- 
■alvaa  not  In  the  beat  Intereat  o(  althar  the  inauranc*  Indoatrr  or 
the  public  which  It  aarvas. 

In  conaldering  thia  propoaal,  we  nuat  racogniie  that  It  alao 
antaila  another  alqnlflcant  change  in  the  regulation  of  the  buainaaa 
of  Inaurance  In  that  fade rally 'chartered  Inaurara  would  lose  th« 
antltruat  imninity  granted  under  the  HcCarran-Perguaon  Act.  Tttara- 
fore.  any  dlacuaalon  of  S.  1710  muat  alao  Include  a  conalderatlon  of 
the  sffscta  of  application  of  the  fedaral  antitruat  laws  to  the 
insurance  industry.   For  the  DEHBent,  however,  let  UB  Set  aaide  this 
consideration  and  deal  with  our  cdijectiona  to  the  federal  charter 
and  federal  guaranty  fund  proposals  pat  se. 

PiEsti  there  la  the  lutter  of  the  cost  of  supporting  two 


separata  regulatory 
federally  chartered 
regarding)  the  establ: 
practices,  partii 
of  rates  and  rlsl 
mechanisBS)  r  sue] 


While  the  bill  BMkes  It  clear  that 
B  would  be  exenpt  fron  state  regulation 
Lishaient  and  maintenance  of  reserves,  investiwnt 

itate  guaranty  funds,  and  state  regulation 
laasification  (except  for  residual  market 

(Quid  atill  be  aubject  to  atate  regulation 
relating  to  coverage  foms,  nlnisun  coverage  rsquirenents,  cancella- 
tion and  renewal  requirements  and  other  aspects  of  the  state's 
inaurance  regulation  which  are  not  specif icaliy  exempted  in  Section  204 
of  the  bill.  In  other  words,  all  federally- chartered  Inaurers  would 
be  subject  to  some  regulation  at  both  the  state  and  federal  level, 
while  state- chartered  Insurers  would  continue  to  be  subject  to  all 
aspects  of  stats  regulation  as  they  are  now.  This  pr(^>osal  would 
not  seen  to  diminish  the  coat  of  state  regulation  significantly, 
other  than  perhapa  through  what  ataff  reductiona  in  axaainera  or 
actuaries  could  be  effected,  while  it  would  entail  the  additional 


D,j.,.db,Googlc 


coat  Ot  auppOTting  the  (adaral  regulatory  tyBtna. 

He  hava  Been  no  eatinate  of  what  the  additional  cost  of  the 
federal  regulatory  mechanian  would  be.   We  can,  however,  point  to 
the  fact  that  tor  the  year  ending  December  31,  1974,  the  varioua 
Btatea  Bpent  approximately  $92  million  In  the  regulation  of  the 
insurance  industry.   It  is  generally  conceded  that  many  state  insu- 
rance departnentB  are  under-funded  and  under-staf fad  to  properly 
pertom  the  taak  of  solvency  regulation  and  that  even  more  should 
be  spent.   Clearly,  the  cost  of  an  additional  layer  of  regulation 
will  be  Bubatantial,  and  it  must  be  determined  whether  the  benefits 
iustlly  the  cost. 

In  the  case  of  state  regulation,  the  cost  of  the  regulatory 
mechanism  iB  paid  frnn  the  premium  taxes  levied  on  insurance  com- 
panies. Ultimately,  of  course,  the  insurance  buyer  bears  the  cost 
since  an  allowance  for  taxation  is  built  into  rates.   Under  the 
provisions  of  S.  1710,  the  states  retain  their  right  Co  tax  Insurers, 
both  Cede rally- chartered  and  state- chartered.   The  assessments  paid 
by  federally- chartered  insurers  to  the  federal  guaranty  fund, 
according  to  Section  102(c),  are  to  be  used  to  meet  the  obligations 
of  Insolvent  insurers  and  the  expenses  of  the  Federal  Insurance 
Coimlsslon  in  carrying  out  its  functions.   Companies  operating 
under  a  federal  charter  can  be  expected  to  build  an  allowance  for 
the  assessments  into  their  rates.  Thus,  policyholders  of  federally- 
chartered  insurers  would  pay  the  cost  of  both  state  and  federal 
regulation. 

In  addition  to  the  cost  consideration,  we  feel  that  the 
federal  charter  option  could  have  an  adverse  effect  on  smaller 
con^anies,  which  would  lead  to  increased  concentration  of  the  insu- 
rance business  in  the  hands  of  the  large  national  carriers  and  a 
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resultant  Immtitvj   of  coapatltion.  Th«  savcra  and  wall  publiclied 
problema  with  cigid  atata  ragulation  in  aoae  atatas  and  tha  proapact 
of  no   rate  ragulation  at  tha  faderal  level  would  be  an  Inducemant 
to  aeeli  a  federal  chartec.   The  expenae  aavinga  involved  In  not 
having  to  make  rate  fillnga  and  financial  repoEts  in  all  states  In 
which  the  carrier  operates  would  be  an  added  inducement.   It  seeas 
Inevitable  that  ovac  the  long  teen  there  would  be  a  novenent 
towards  federal  chartering  becauae  of  these  perceived  advantageBi 
particularly  among  the  large  national  carriers. 

The  snallar  carrisrs,  especially  those  which  operate  in  only 
one  or  a  few  adjoining  states,  would  be  those  nost  likely  to  choose 
to  raoain  under  state  ragulation  since  they  are  closer  to  the  state 
regulatory  authoritiaa.  Kot  all  carriara  would  ba  able  to  obtain 
a  federal  charter  since  thay  muat  meet  not  only  the  investment 
reguirenentB  of  Section  205  of  the  bill,  but  also  any  rules 
regarding  minimum  amounts  Of  capital  and  surplus  (for  stock  insurera) 
or  guaranty  fund  (for  other  than  stock  insurers)  which  may  ba 
promulgated  by  tha  Federal  Insurance  Connission  under  Section  202. 
Clearly  some  insurers  would  be  excluded  fron  participation  in  the 
federal  regulatory  scheme,  most  likely  the  smaller  carriers.  Theae 
companies  could  be  placed  at  a  coeipetitive  disadvantage  in  relation 
to  the  larger,  federally- char tared  carriers,  with  the  result  being 
an  Incraaae  In  tha  flow  of  business  to  the  latter  ccoipsnles. 

S.  1710  provides  for  all  federally- chartered  insurers  to 
participate  in  the  federal  guaranty  fund,   state-chartered  insurers 
may  elect  to  participate  in  it.   However,  in  the  case  of  tha  latter, 
if  tha  Federal  Insurance  Coonisslon  is  not  aatiafied  that  tha 
particular  state's  regulations  provide  the  minimum  protection 
deemed  eaaential  for  participation  in  the  fund.  It  can,  under 
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Section  103,  require  th« 
••tabliahad  by  the  Cooa 
guaranty  fmida  would  ti 
do  not  choose,  or  cannt 
guaranty  fund.  While  1 


bartered  Iniurer  to  meat  standards 
■isBlon.   Obviously  the  burden  of  the  state 
■11  on  those  state -char tared  Insurers  which 
>t  qualify,  for  parciolpation  in  the  federal 
Lt  can  be  argued  that  these  conpanles  would 
face  a  considerably  reduced  rlBk.  since  they  would  not  be  affected 
by  a  major  Insolvency  oC  a  federally-chartered  carrier.  It  is  still 
possible  that  the  insolvency  of  one  or  more  state-chartered  Insurers 
could  significantly  impair  the  financial  condition  of  the  others 
and  perhaps  force  sme  of  then  out  of  Che  market. 

In  his  remarks  upon  introducing  S.  ITIO,  as  well  as  in  other 
public  statements.  Senator  Brooke  pointed  to  the  similarity  of  his 
proposal  to  the  dual  regulatory  system  under  which  banks  operate. 
The  implication  is  that  what  has  worked  well  for  banking  ahould 
work  well  for  Insurance  too.  Setting  aside  the  significant  differ- 
ences between  banking  and  insurance,  we  must  aski  'How  well  has 
fadaral  regulation  performed  In  the  field  of  banking?'  According  to 
the  recently  released  Genersl  Accounting  Office  study,  'Federal 
Supervision  of  State  and  National  Banks,*  the  results  have  been 
nixed  to  say  the  least.  Under  effective  federal  regulation,  how 
could  two  such  massive  Insolvencies  as  U.S.  National  Bank  and 
Franklin  Kational  Bank  have  occurred?  He  see  no  reason  to  assmw 
that  federal  regulation  will  automatically  improve  the  quality  of 
regulation  for  solvency  in  the  insurance  industry. 

These  considerations  alone  would  be  sufficient  to  lead  us  to 
view  with  caution  the  federal  charter/ federal  guaranty  fund  proposal. 
When  coupled  with  canslderations  relating  to  the  loss  of  antitrust 
imminity  accompanying  the  federal  charter  Option,  we  have  no  choice 
but  to  oppose  it. 
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At  thla  point  in  our  atatenant  it  is  approprlat«  to  ral 
a  doeunant  enanatinq  trcm   tha  Executive  Branch,  nanely  Che 
Juatica  Departaent  Report  to  the  Teak  Group  on  Antitxuat  I 
entitled  'The  Pricing  and  Marketing  of  Inaurance."  Since  thla  report 
alao  incorporatea  a  propoaal  for  a  federal  charter  option  and  a 
federal  guaranty  fund,  it  ia  Inevitable  that  it  will  fora  part  of 
the  tranework  of  any  diacuaaion  of  the  proviaiona  of  S.  1710. 

Hhlle  the  Justice  Departnent  began  its  study  with  a  concern 
over  the  effact  of  the  inaurance  industry's  antitrust  imunity  on 
competition,  and  Senator  Brooke  began  with  a  concern  over  regulation 
for  solvency,  each  has  concluded  by  recLnimndtng  the  federal  charter/ 
federal  guaranty  fund  approach  as  the  neans  of  dealing  with  these 
individual  concerns. 

While  nslther  the  Justies  Departnant  Report  nor  3.  1710 
recoimends  repeal,  or  even  aiaendiiient.  of  tha  McCarran' Ferguson  Act, 
each  pr<%>oaeB  that  federally- charts  red  insurers  give  up  the 
antitrust  imunity  granted  by  that  act.  This  Is  siade  clear  In 
le  of  the  proposed  legislation  by  Section  109  of  the  bill. 
c   becomes  necessary  to  consider  what  the  effect  of  tha  loaa 
Ltrust  IflBunity  would  be  and,  aore  specifically,  what  the 
effect  would  ba  of  one  portion  of  the  Industry  enjoying  antitrust 
Imunlty  whila  the  reaalnlng  portion  is  subject  to  full  application 
of  the  federal  antitrust  laws. 

Tha  most  InanedlBte  and  pervasive  li^iact  of  renoval  of  the 
antltruat  exemption  would  be  In  the  area  of  inaurance  pricing. 
SiBply  put,  fedecally-charteced  conpanles  could  no  longer  make,  file 
or  adopt  rates  collectively.  The  role  of  rating  bureaus  would  be 
greatly  diainished  in  that  the  bureau  would  have  to  contona  to 
federal  antitrust  standards  for  the  exchange  Of  cost  infonnation. 
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Thla  could  t«k«  the  Ioi>  of  oolloctlon  of  pa«t  loss  and  expense  data, 
and  fonwlatlOB  of  ■tandaid  atatistlcal  plans. 

Th*  Justice  Departmant  Report  statea  an  opinion  that  antltcuat 
precedent  would  pecmlt  the  joint  pecfomance  of  these  functions  so 
long  as  the  bureau  !■  an  independent  advisory  organization  and  not 
operated  by  the  insurance  coi^anies  thenseives.  The  Department 
feel!  that  any  joint  prediction  of  future  rates  would  be  prohibited 
under  the  lliiiiaiiii  Act,  which  would  mean  that  the  tcendin9  function 
would  have  to  be  aasumed  by  another  entity,  either  the  individual 
carrier  itself  or  on  outside  source  such  as  a  private  consulting 
actuarial  fim.   In  other  words,  federally- chartered  companies 
which  had  previously  depended  on  bureau  rates  would  be  put  In  the 
position  of  having  to  obtain  pure  loss  and  expense  data  froo  the 
bureau  and  then  perform  thasselves  (or  have  performed  for  them  on 
•n  individual  basis)  the  trending  function  and  the  Introduction  of 
the  coaipany  expenss  and  profit  factors  in  order  to  arrive  at  the 
final  rates  which  they  would  charge. 

It  is  clear  that  such  a  situation  would  require  significant 
changes  in  rating  bureau  operations  as  they  exist  in  the  industry 
today.  Basically,  each  bureau  would  have  to  chooae  to  conatltute 
itself  and  shape  its  operations  so  as  to  Serve  either  federally- 
chartered  carriers  or  state-chartered  carriers,  or,  in  effect, 
split  itself  into  two  different  types  of  organizations  which  would 
be  able  to  perform  tha  functions  appropriate  to  and  permissible  for 
the  two  different  types  of  carriers. 

It  is  inevitable  that  additional  administrative  costs  would 
be  involved  in  such  a  system  as  well  as  the  additional  cost  for 
federally- char tared  carriers  which  previously  relied  on  bureaus  (or 
their  ratemaXlng  and  filing  activities. 
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Por  thOBs  BBsllnr  companle*  which  night  alect  a  fadaral 
it  is  apparent  that  they  would  fml  a  subataatlal  iapact  if  thslr 
pilot  practice  had  bean  subscription  to  a  bureau  for  the  nahlng 


and  filing  of  ra 

The  iD^act  would 

capability  and  ■ 

rates  and  those  that  prei 

the  bureaus.  Soae  sma. 

charter  option  ia  not  i 


r   axpansea  would  undoubtedly  increase. 
IE  leiB  by  companies  that  have  the  actuarial 
tly  credible  data  base  to  develop  their  own 
■ently  do  their  pricing  independent  of 

i;  companies  could  find  that  the  federal 
kriable  alternative  for  then  because  of  their 
inability  to  aasune  the  ratemaklng  and  filing  roles,  either  through 
the  lack  of  a  sufficiently  credible  data  base  or  because  of  the 

It  is  possible  that  some  smaller  companies  could  be  forced  to 
withdraw  from  the  narketplace.  There  la  also  a  question  as  to 
whether  state-chartered  carriers  could  collectively  produce  a 
credible  data  base  for  bureau  ratemaklng  if  the  larger  carriers 
accounting  for  the  major  part  of  the  nation's  preaiua  volume  chose 
to  become  federally-chartered. 

Again  referring  to  the  Justice  Department  Report,  we  find  the 
opinion  that  removal  of  antitrust  iDmunity  would  not  affect  the 
industry's  voluntary  risk-sharing  arrangements,  such  as  rainsurancs 
contracts  and  participation  in  pooling  mechanisms,  which  are  either 
'necessary  to  the  conduct  of  business  (and  reasonably  structured) 
or  provide  significant  economies  of  operation  without  lessening 
actual  or  potential  competition.*   Under  a  system  in  which  saeie 
carriers  enjoy  antitrust  Innunlty  lAila  other  carriers  do  not, 
however,  we  must  ask  whst  would  be  the  statue  in  relation  to  the 
antitrust  laws  of  pooling  nechanlsins  which  are  composed  of  both 
federally- chartered  and  state -chartered  carriers.   It  seems  clear 
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that  tha  lasBt  that  can  be  expected  is  a  considerable  ainount  of 
confusion. 

It  ahoulil  also  be  noted  that  we  have  only  the  opinion  of  the 
Justice  Department's  Antitrust  Division  that  bureau  development 
of  pure  loas  pramiuns  and  risk  pooling  arrangenenta  would  be 
pemiSBlble  under  the  antitrust  laws.   This  is  no  guarantee  that 
such  arrangenenta  would  not  be  challenged  by  parties  outside  the 
Justice  Department.   In  short,  fsderally- char tared  carriers  would 
be  sailing  uncharted  uatars  with  respect  to  tha  antitrust  laws. 
Similarly,  agents  would  face  different  aitustlona  with  cagsEd  to 
the  different  types  of  carriers  which  they  represent.   Presumably, 
agents  would  be  exempt  from  the  federal  antitrust  laws  insofar  as 
they  were  representatives  of  state-chartered  insurers,  but  subject 
to  them  insofar  as  they  were  representatives  of  federally-chartered 
insurers.   Ordinary  care  would  seea  to  dictate  that  an  agent  who 
represents  even  one  federally- chartered  insurer  operate  as  if  ho 
represented  only  federally-chartered  Insurers. 

It  seems  unavoidable  that  the  conflicting  demands  of  two  distinct 
systems  of  regulation  existing  aida-by-sida  would  lead  Insurers  to 
gravitate  toward  either  one  or  the  other.  Similarly,  agenta  would 
be  inclined  to  move  toward  exclusive  Tepresentation  of  either 
federally- char tared  or  state-chartered  carriers.   If  the  larger 
national  carriers  move  towards  the  federal  regulatory  option  in 
significant  numbers,  the  remaining  small  state- Chartered  companies 
would  be  only  a  vestige  of  the  stats  level  insurance  mechanism 
which  wa  know  today.   Ultimately,  they  could  be  forced  out  of  the 
business  altogether. 

While  S.  ITIO  provides  Cor  no  regulation  of  insurance  pricing 
of  federally-chartered  insurers,  it  seems  naive  in  the  extreme  to 
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believe  that  the  Federal  InauEance  CooKisBlon  could  long  cbbbIii  aloof 
trcM  the  pricing  practical  of  the  carriera  under  its  aupervlaion. 
Given  the  aignificant  increaae  in  inaurance  coats  ovec  the  p«at 
few  yeara,  as  a  reault  ol  inflation,  and  the  inevitable  preBBurva 
vhich  would  be  oxertad  by  the  public  through  ita  elected  cepceaen' 
tativea  and  oonauaar  groupa.  it  ia  probable  that  the  Coanlssion 
UDUld  ahortly  find  Itself  involved  in  the  regulation  of  rates  of 
federally-chartered  carriers,  rather  than  relying  aolely  on 
enforcement  o(  the  federal  antitrust  laws. 

Section  109  of  the  bill  atataa  that  the  Caaay.salon  ahall  not 
adopt  any  rule  or  regulation  or  exarciae  any  other  authority  ao 
as  to  iaqmaa  a  burden  on  convetition  which  is  not  necessary  or 
appropriate  to  the  purposes  of  the  act  and  in  any  event,  ahall 
adopt  the  leaat  anticompetitive  alternative  to  protecting  policy- 
holders and  the  public  Interest.  There  would  aeea  to  be  nothing 
here  prohibiting  rata  regulation  by  the  Coomiaaion  ahould  that  be 
deemed  the  least  anticonpetttive  altarnativs  to  protecting  the 
public  interest.  If  such  regulation  were  performed  primarily  to 
hold  down  ratea  to  what  is  considered  an  affordable  level,  as  has 
bean  the  case  in  a  few  atatea,  the  aevere  diaruption  of  the  market 
and  a99ravBted  availability  problema  which  have  occiurred  in  those 
states  could  occur  on  a  national  level. 

Me  recognise  that  it  ia  not  the  Intention  of  this  legislation, 
according  to  Senator  Brooke's  public  remarks,  to  provide  rate 
regulation  of  federally-chartered  inaurers.  However,  federal 
agenciea  have  been  known  to  disregerd  Congreasional  intent  In 
carrying  out  what  they  perceive  to  be  their  functions,  as  is 
witnessed  by  the  recent  atteapt  of  the  Federal  inaurance  Administration 
to  asBume  operational  control  of  the  National  Flood  Inaurance  Program 


DigiLizedbyGoOglc 


by  ragulation  and  to  reduca  the  role  af  its  industry  association 
partner  to  that  of  a  nere  fiscal  aqent.  Should  the  Fadscal 
Insurance  Coanission  set  up  by  S.  1710  become  the  heir  to  the 
[Allosophy  embodied  by  the  present  FIA,  the  result  could  ba  aven  more 
fedaral  control  over  the  iniurance  mechanism  bacausa  of  the  greater 
authority  of  the  newly- constituted  agency. 

It  ia  the  opinion  of  out  asiociation  that  the  combined  affect 
of  tha  cons ide cations  discussed  thus  far.  those  relating  solely  to 
the  federal  charter/ federal  guaranty  fund  proposal  and  those  relating 
to  the  loss  of  antitrust  inmunityi  would  be  the  demise  of  state 
regulation  of  insurance.   He  realize  that  Senator  Brooke  has 
stated  on  several  occasions  that  it  is  not  the  intent  of  the  bill 
to  substitute  federal  for  state  regulation,  but  merely  to  provide 
an  option.  We  suspect,  however,  that  cegardlesa  of  the  intent, 
this  is  the  probable  result.   It  seems  to  us  that  the  proposed 
legislation  would  operate  to  the  disadvantage  of  smaller  carriers, 
would  lead  to  increased  concentration  of  the  insurance  business  in 
tha  hands  of  large  national  companies,  would  unnecessarily  split  tha 
industry  into  two  segiDents.  would  result  in  confusion  for  all  seg- 
ments of  the  industry,  as  well  as  for  the  public  which  it  serves, 
and,  over  the  long  term,  would  bring  about  the  gradual  replacement 
of  the  state  regulatory  system  with  a  system  of  total  federal 
regulation. 

The  objections  which  we  have  made  to  the  legislation  under 
consideration  by  the  Committee  should  not  be  interpreted  as  meaning 
that  we  are  defending  the  status  quo  in  the  state  regulation  of 
insurance.   Considering  the  record  of  regulation  by  the  staCes, 
there  is  no  doubt  that  there  is  room  for  improvement.   We  do  not  feel, 
however,  that  federal  legislation  in  this  area,  and  the  establishment 
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of  a  federal  regulatory  mechanlBm  and  federal  guaranty  fund,  la 

the  preferred  method  of  dealing  with  the  problems  which  exiat 

in  state  regulation.   These  problems  can  and  should  be  dealt  with 

Many  of  the  problems  relating  to  Insurance  prices  and  inauranc 
availability  in  particular  states  are  primarily  political  In  origin 
Such  problems  are  best  solved  through  the  cooperative  effort  of 
the  people  o£  the  state,  through  their  elected  state  legislators. 
the  insurance  industry  and  the  regulatory  authority. 

It  is  clear  that  some  changes  should  be  made  in  the  state 
guaranty  fund  laws  in  order  to  better  prepare  then  to  respond  to 

Association  of  Insurance  Commissioners  (June  1977)  PIA  urged  the 
tUIC  to  study  various  suggestions  which  had  been  put  forward  to 
improve  their  Post- assessment  Property  and  Liability  Insurance 
Guaranty  Association  Model  Act.   Among  these  were  immediate  access 
to  the  aaaetB  of  the  insolvent  company,  prior  creditor  status  for 
the  guaranty  association  and  a  provision  to  offset  guaranty  fund 
aasessnentB  against  insurers'  premium  taxea.  These  proposals 
have  also  been  made  by  other  Insurance  trade  associations  and 
several  states  have  acted  to  Improve  their  guaranty  fund  lavs 
occordingly. 

According  to  the  National  Coimittee  on  Insurance  Guaranty 
Funds,  there  are  now  IB  states  with  laws  allowing  guaranty  funds 
iimsdlate  access  to  the  assets  of  an  insolvent  insurer.   Sixteen 
states  have  laws  giving  guaranty  funds  priority  over  general  credi- 
tors for  those  assets  and  11  states  have  provisions  for  premium 
tax  offsets  for  assessments  paid  by  member  Insurers  to  guaranty 
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Nhil*  Buoh  ia^covanants  ahoulil  Increase  the  iibillty  of  ths 
Btate  fuacanty  funila  to  reapond  to  inaolvancy  situations,  thece 
can  be  no  doubt  that  the  best  nethod  of  dealing  with  the  insolvency 
pcoblflB  i*  to  prvvent  insolvencies  from  occucing.  PIA  has  for  sobs 
years  supported  inproved  regulation  for  solvency  at  the  state  leval 
through  the  return  of  more  of  the  premiun  tax  collected  by  the 
state  to  the  operating  budget  of  the  Insurance  department  so  that 
it  can  be  adequately  staffed  Co  carry  out  its  priitary  regulatory 
xespoDB Ibl 1 i ty . 

M*  also  feel  that  there  is  another  method  of  ii^roving  the 
quality  of  solvency  regulation  which  deserves  serious  consideration 
by  the  various  states.   This  involves  the  active  participation  of 
the  guaranty  association  nenbers  in  assisting  the  insurance 
departaant  to  monitor  the  coaipanies  under  its  charge.  Such  an 
approach  i*  used  in  Kentucky  and  has  been  successful  there. 

Mr.  O'Rourke  has  prepared  a  stateaent  describing  the  perfomancs 
of  this  function  by  the  Kentucky  Insurance  Guaranty  Association 
in  sme  detail.   This  Btatement  is  submitted  as  Appendix  A  to  the 
full  PI A  Btatement. 

In  closing  we  would  note  that  the  statement  by  Senator  arooke 
In  introducing  5.  ITIO  indicated  that  the  concerns  which  led  to 
this  proposed  legislation  were  the  poor  financial  c»3nditian  of  the 
property-casualty  industry  as  a  result  of  the  record  losses  suffered 
in  1974  and  1975  and  the  possibility  of  a  major  insurer  insolvency, 
■odi  as  nearly  occurred  in  the  case  of  GBICO  last  year. 

Since  the  time  the  original  draft  of  this  bill  was  introduced 
in  the  last  Congress,  the  operating  results  of  the  property-casualty 
industry  have  shown  encouraging  improvement  and  there  are  no  prospects 
of  a  major  insurer  insolvency  at  this  time.  The  experience  of  the 
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past  two  yaarBi  which  bo  concerned  Senator  Brooke,  has  also  concerned 
the  industry,  state  legiaiaturea  and  state  regulatory  authorities 
so  that  steps  have  been  taken  and  are  being  taken  at  the  state 
level  to  inprove  the  quality  of  regulation  and  the  guaranty  fund 
laws. 

It  should  be  clear  fron  our  statement  that  FIX  believes  that 
with  respect  to  property-casualty  insurance,  the  public  is  best 
served  by  an  industry  composed  of  nany  diverse  carriers  cosipetlng 
vigorously  under  state  regulatory  authority.  tM  view  with  alam 
any  proposal  which  would  tend  to  lead  to  greater  concentration  in 
the  industry,  which  would  nove  regulation  farther  sway  from  the 
people  most  directly  atfectad  by  it  and  which  would  Inpose  an 
additional  cost  burden  on  the  insurance  buying  public.   In  short, 
we  feel  thet  S.  1710  is  unnecessary  legislation  and  not  in  the 
best  interest  of  the  public.  For  this  reason,  wa  respectfully 
urge  the  Coonlttee  to  take  no  afflmative  action  with  respect  to  it. 

Mr.  Chaiman,  this  concludes  the  statenent  of  position  of 
the  Professional  Insurance  Agents  in  regard  to  5.  1710,  the 
■Federal  Insurance  Act  of  1977."  He  appreciate  the  o^ortunity 
to  express  our  views  to  the  Cammlttee.   Hr.  O'ROurke  and  I  will 
both  be  happy  to  respond  to  any  questions. 
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TO 

5TATBHBHT  BY  HARVIN  L.  PBARCB 

OF 

THE  PROFESSIONAL   INSURANCE  AGENTS 

CONCERNING  5.    1710 

THE    'FEOERU.    INSURANCE  ACT  OF   1977" 


Statement  On 
Th«  Kentucky  Insurance  Guaranty  Association 


BDHARD  H.  O'ROURKE,  CPCU, 

4egib«r  of  the  Prof«Bslonal  Insurance  Agents  and 

Henber  of  Board  of  Directors  of 

The  Kentucky  Insurance  Guaranty  Association 
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A  prop«rly  constituted  and  oparated  guaranty  association  should 

protect  the  consuner  and  the  insured  public  in  the  event  of  insurer 

insolvency  but,  of  equal  importance,  should  further  protect  the 

coneumer  by  detecting  and  preventing  insurer  insolvency.   The 

Kentucky  Insurance  Guaranty  Association  was  constituted  to  perform 

this  dual  function  by  the  enactment  of  Subtitle  36,  K.R.S., 

Chapter  304,  on  March  2,  1972.   Lines  7  through  13  of  that  act 

stated  Its  purpose  in  these  irardst 

"The  purpose  of  this  Subtitle  is  to  provide 
a  mechanism  for  the  payment  of  covered  -claims 
under  certain  insurance  policies  to  avoid 
excessive  delay  in  payment,  and  to  avoid 
financial  loss  to  claimants  Or  policyholders 
because  of  the  insolvency  of  an  insurer  to 
assist  in  the  detection  and  prevention  of 
insurer  insolvencies   and  to  provide  an 
association  to  assess  the  cost  of  such 
protection  aiDong  insurers.' 

Since  its  inceptlont  the  Kentucky  Insurance  Guaranty  Association 

has  had  to  respond  to  three  insurer  insolvencies.   To  do  this,  it 

has  assessed  all  companies  .0016%  of  their  1975  premiums  written, 

which  amounted  to  $1,044,904.48.  Over  1,400  policyholders  and 

covered  loss  claimants  have  been  processed  by  the  Kentucky  insurance 

Guaranty  Association.   To  these  nenbers  of  the  consumer  public,  this 

well  constituted  and  operated  state  guaranty  fund  proved  to  be  a 

Of  equal  or  mora  importance  to  the  public  has  been  the  function 

of  the  association  In  its  other  major  duty,  which  is  spelled  out 

in  the  act  In  the  following  words: 

'It  shall  be  the  duty  of  the  Board  of  Directors, 
upon  majority  vote,  to  notify  the  commissioner  of 
any  Information  Indicating  any  member  insurer  may 
be  Insolvent  or  in  a  financial  condition  hazardous 
to  the  policyholders  or  the  public.   The  Board  of 
Directors  may,  upon  majority  vote,  request  that 
the  Comalssloner  order  an  examination  of  any  member 
.  ^^Qij  f.ijQ  Board  in  good  faith  believes  may 
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be  In  a  financial  condition  hazardous  to  the  policy- 
holders or  the  public,  within  thirty  (30)  days  of 
the  receipt  of  such  request,  the  Conmiissioner  shall 
begin  such  examination.   It  shall  be  the  duty  o£  the 
Ccnmnissioner  to  report  to  the  Board  of  Directors  when 
he  has  reasonable  cause  to  believe  that  any  member 
iiwurer  oxanlned  or  being  examined  at  the  request 
of  the  Board  of  Qirectora  may  be  insolvent  or  in  a 
financial  condition  hazardous  to  the  policyholders 
or  to  the  public.   The  Board  of  Directors  may,  upon 
majority  vote,  make  a  report  and  recomniendations  to 
the  CoRBiissioner  upon  any  matter  germane  to  the 
insolvency,  liquidation,  rehabilitation  or  conser- 
vation of  any  member  insurer.   The  Board  of  Directors 
may,  upon  majority  vote,  make  recomnendations  to  the 
CMSuiesioner  for  the  detection  and  prevention  of 
insurer  insolvencies." 

The  Board  has  been  most  active  in  the  exercise  of  the  duty  of 
detecting  and  preventing  insurer  insolvency.   He  have  reviewed  and 
Monitored  as  many  as  40  con^anies  over  the  past  several  years  and 
requested  comnissloner  action  in  a  number  of  cases.   By  the  exercise 
Of  this  duty,  we  believe  the  Kentucky  Insurance  Guaranty  Association 
has  saved  the  consumer  public  of  our  state,  as  well  as  the  insurers 
doing  business  in  our  state,  much  time,  effort  and  money. 

The  'Plan  of  Operation'  of  the  Kentucky  Insurance  Guaranty 
Association  provides  for  a  Board  of  Directors,  consisting  of  seven 
members  plus  the  Commissioner  of  insurance  who  serves  ex  officio. 
Representation  is  required  from  the  following  industry  classes: 

re  members  of  the  American 

2.     Insurance  companies  which  are  members  of  the  Alliance 

of  American  Insurers  (formerly  American  Mutual  Insurance 
Alliance) . 

of  the  National 

companies  not  affiliated  with  any 

Licensed,  resident,  general  lines  insurance  agents  by 
a  representative  who  holds  membership  in  either  the 
Independent  Insurance  Agents  of  Kentucky,  Inc.  or  the 
Professional  Insurance  Agents  of  Kentucky,  Inc.  and 
who  represent  no  less  than  three  qualified  Insurers, 
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6.     Insurance  cooipanie*  domiciled  In  the  CoMnonwealth  of 
Kentucky  by  two  persons,  one  of  whom  shall  be  a 
regularly  licensed  and  practicing  attorney  at  law  in 
the  Commonwealth  of  Kentucky,  and  shall  serve  as  Counsel 

to  the  Board. 

A  guaranty  association,  so  constituted  and  consisting  of  such 
representation  on  a  statewide  basis,  provides  the  maximum  protection 
to  the  public.   The  performance  of  the  Kentucky  Insurance  Guaranty 
Association  has  been  proven  in  fact  over  the  five  years  of  its 


The  strength  of  this  successful  guaranty  association  is  found 
in  the  responsiveness  of  its  mefobers  at  the  state  level.   It  is  a 
nsnageable,  responsive  mechanism  and  has  been  proven  so.   It  is 
speculative,  at  best,  that  the  same  manageability  and  responsiveness 
could  be  obtained  at  a  federal  level. 

A  system  of  dual  guaranty  associations  would  ham  the  present 
system  in  our  state,  in  that  the  federal  guaranty  fund  would  have 
the  large  insurers  as  members,  thus  depriving  the  state  of  needed 
assessments  to  respond  to  insolvencies.   In  addition,  this  dual 
system  could  be  the  deathknell  to  small  and  regional  insurers  whose 
surplus  condition  could  not  stand  a  sizable  assessment  needed  to 
respond  to  the  insolvency  of  another  regional  insurer.   The  dual 
system  would  leave  the  citizens  of  my  state  with  a  weakened  guaranty 
association  with  limited  assessment  potential  and  a  far-removed 
federal  regulatory  authority  which  would  be  much  less  responsive 
to  Kentucky  and  upon  which  Kentucky  would  probably  have  no 
representation. 

I  doubt  that  much  support  could  be  found  among  the  cil 
in  my  state  for  such  a  system. 
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HEUOBUifftnc 

To:  Hon.  WlUiam  Proxmire,  Cbalrmui,  Banking,  Houdng,  and  Urban  Affaira 

Ckonmlttee  of  ttae  U.S.  Senate. 
ftmn:   Harold  B,  McQnffey,   CommlaBloner  of  Inaorance,  CMunoDweaUb  of 

KentncftT- 
Re  Kentucky  Insurance  Ooaranty  AsBoclatlon. 

Hr.  Bdward  H.  O'Bonrice,  CPCU,  agent  from  LooUviUe,  KeDtucky,  informs 
me  that  he  will  appear  before  jour  Cominittee  on  September  14,  l&TT. 

For  the  record,  Mr.  O'Ronrke  has  asked  me  to  comment  briefly  on  the  effec- 
tireneas  of  the  Kentucky  Insurance  Guaranty  Aasociation,  of  which  he  is  a 


The  Kentud^  Insurance  Quaranty  ABsoclatlon,  directed  by  a  small  group 
of  insurance  people  who  give  their  time  voluntarily,  has  worked  well  witli  the 
Department  of  Insurance.  The  Association  has.  In  Its  five  years  of  existence, 
responded  with  alacrity  to  three  Insurance  company  Insolvencies.  Without 
fUtfliTe,  they  assessed  their  membership  for  funds  to  asBist  hundreds  of  poUcj- 
holdera  and  claimants. 

Perhaps  eqnally  important,  the  AsBodatlon  keeps  an  "eagle  eye"  ont  for 
financial  problems  of  any  member  Insurer.  The  Association  and  the  Insurance 
Department  work  together  on  this,  thus  arertlng  potential  insolvencies. 

It  is  my  opinion  and  the  opinion  of  this  Department  that  the  Kentucky 
Insurance  Association'  Is  well  constituted  and  operating  In  the  best  Interests 
of  the  people  of  Kentucky. 

Mr.  Pearce.  PIA  has  consistently  supported  the  State  regulation 
of  the  business  of  insurance,  because  of  the  diversity  of  insurance  car- 
riers operating  in  this  country— large  national  insurers,  regional  in- 
surers, and  small  insurers  which  serve  only  one  or  relatively  few  States. 

Our  association  has  also  supported  and  continues  to  support  State 
postassessment  guarantee  funds  as  a  means  of  dealing  with  insurer 
insolvency. 

In  S.  1710,  the  Federal  Insurance  Act  of  1977,  we  are  faced  with 
a  proposal  which  would  create  a  dual  regulatory  system  for  the  insur- 
ance industry. 

This  is  a  detailed  and  complex  bill,  which  would  bring  about  pro- 
found changes  in  the  operation  of  a  vital  segment  of  our  economy. 

A  thorough  analysis  of  its  provisions  and  detailed  comments  on 
them  is  beyond  the  scope  of  my  statement. 

Our  intention  is  to  focus  on  the  two  basic  concepts,  the  Federal 
chartering  option,  and  the  Federal  guarantee  fund,  rather  than  the 
many  particulars  of  the  legislation. 

The  position  of  our  association  is  that  no  modification  can  make 
this  bill  acceptable  since  its  two  basic  concepts  are  not  in  the  best 
interests  of  either  the  insurance  industry  nor  the  public  which  it  serves, 
because  of  what  we  term  the  three  C's  cost :  concentration,  and  confu- 
sion. 

Let's  first  consider  the  matter  of  the  cost  of  supporting  two  separate 
regulatory  systems.  All  federally  chartered  insurers  would  be  subject 
to  some  reflation  at  both  the  State  and  Federal  levels,  while  State 
chartered  insurers  would  continue  to  be  subject  to  all  aspects  of 
State  regulation  as  they  are  now. 

This  proposal  would  not  seem  to  diminish  the  cost  of  State  regula- 
tion significantly,  while  it  would  entail  the  additional  cost  of  sup- 
porting the  Federal  regulatory  system. 
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We  have  seen  no  estimate  of  what  the  additional  cost  for  the 
Federal  reg^ilating  mechanism  would  be,  but  it  is  clear  that  the 
cost  of  an  additional  layer  of  regulation  would  be  substantial,  and 
it  must  be  determined  whether  the  benefits  justify  the  costs. 

In  considering  this  proposal,  we  must  recognize  it  also  entails 
another  significant  change  m  the  regulation  of  the  business  of  insur- 
ance, in  that  federally  chartered  insurers  would  lose  the  antitrust 
immunity  granted  under  the  McCarran-Ferguson  Act. 

Therefore,  any  discussion  of  S.  1710  must  also  include  a  discussion 
of  the  effects  of  the  application  of  the  Federal  antitrust  laws  to  the 
insurance  industry. 

The  most  immediate  and  pervasive  impact  of  removal  of  the  anti- 
trust exemption  would  be  in  the  area  of  insurance  pricing.  The  role 
of  the  rating  bureaus  would  be  greatly  diminished.  Federally  char- 
tei'ed  companies  which  had  previously  depended  on  bureau  rates 
would  be  put  in  the  position  of  having  to  obtain  pure  loss  and  loss 
adjustment  expense  data  from  the  bureau,  and  then  perform  them- 
selves or  have  performed  for  them  on  an  individual  basis  the  trending 
function  and  the  introduction  of  the  company  expense  and  profit  Ac- 
tors, in  order  to  arrive  at  the  final  rates  they  would  charge. 

It  is  inevitable  that  additional  administrative  costs  would  be  in- 
volved in  such  a  system,  as  well  as  the  additional  cost  for  federally 
chartered  carriers  which  previously  relied  on  bureaus  for  the  rate- 
making  and  filing  activities. 

In  addition  to  the  cost  consideration,  we  feel  that  the  Federal 
charter  option  could  have  an  adverse  effect  <hi  smaller  companies, 
which  would  lead  to  increased  concentration  of  the  insurance  business 
in  the  hands  of  the  large  national  carriers,  and  a  resultant  lessening 
of  the  competition. 

We  expect  that  over  the  long  term  there  would  be  a  movement  to- 
ward Federal  chartering  by  the  large  national  carriers.  The  smaller 
carriers,  especially  those  which  operate  in  only  one  or  a  few  adjoining 
States,  would  be  most  likely  to  choose  to  remain  imder  State  regula- 
tion. These  companies  would  be  placed  at  a  competitive  disadvantage 
in  relation  to  the  larger  federally  chartered  carriers,  the  result  being 
an  increase  in  the  flow  of  business  to  the  latter  companies. 

8. 1710  provides  for  all  federally  chartered  insurers  to  participate  in 
the  Federal  guaranty  fund.  State  chartered  insurers  may  apply  to 
participate  in  it.  Obviously  the  burden  of  the  State  guaranty  funds 
would  fall  on  those  State  chartered  insurers  which  do  not  choose  or 
cannot  qualify  for  participation  in  the  Federal  guaranty  funds. 

While  it  can  be  ar^ed  that  these  companies  would  face  a  consider- 
able reduced  risk,  since  they  would  not  be  affected  by  a  major  in- 
solvency of  a  federally  chartered  carrier,  it  is  still  possible  that  the 
insolvency  of  one  or  more  State  chartered  insurers  could  significantly 
impair  the  financial  condition  of  the  others,  and  perhaps  force  some  of 
them  out  of  the  market,  thus  tending  to  further  the  concentration  of 
business  in  fewer  companies. 

As  President  of  an  association  representing  more  than  30,000  dues 
paying  members,  I  have  to  be  concerned  with  the  confusion  S.  1710 
would  bring  to  our  membership.  In  a  recent  interview.  Senator 
Brooke,  when  asked  the  question,  "Will  the  Sherman,  Clayton,  and 
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Federal  Trade  Commissioii  Acts  apply  to  insunmce  aeents  of  federally 
chartered  insurerst"  He  replied,  "Yes."  We  woula  assume  agents, 
therefore,  would  face  different  Bituatioos  with  regard  to  the  di&rent 
tvpe  of  carriers  which  they  represent.  They  would  be  exempt  from 
the  Federal  antitrust  laws  insofar  as  thev  were  representatives  of 
State  chartered  insurers,  but  subject  to  them  insofar  as  they  were 
npreseatatives  of  federally  chartered  insurers. 

It  seems  unavoidable  that  the  conflicting  demands  of  two  distinct 
systems  of  regulation  existing  side  by  side  will  lead  insurers  and 
•gents  to  gravitate  to  either  one  or  the  other. 

As  far  as  the  insurance  companies  are  concerned,  under  a  system 
in  which  some  carriers  enjoy  antitrust  immunity,  while  other  carriers 
do  not,  we  must  ask  what  would  be  the  status  in  relation  to  the  anti- 
trust laws  of  pooling  mechanisms,  composed  of  both  federally  and 
State  chartered  earners  f  It  seems  clear  the  least  that  can  be  ex- 
pected is  a  considerable  amount  of  confusion.  While  S.  1710  provides 
for  no  regulation  of  insurance  pricing  of  federally  chartered  in- 
sarers,  it  seems  naive  in  the  extreme  to  believe  that  the  Federal  In- 
surance Commission  could  long  remain  aloof  from  the  pricing  prac- 
tices of  the  carriers  under  its  supervision. 

Given  the  simificant  increase  in  insurance  costs  over  the  past  few 
▼ears,  as  a  result  of  inflation  and  the  inevitable  pressures  which  would 
be  exerted  by  the  public  through  its  elected  representatives  and  con- 
sumer groups,  probably  the  Commission  would  shortly  And  itself 
involved  in  some  regulation  of  rates  of  federally  chartered  carriers 
rather  than  relying  solely  on  enforcement  of  the  antitrust  laws. 

If  such  regulation  were  performed  primarily  to  hold  down  rates  to 
what  is  considered  an  affordable  level,  as  has  been  the  case  in  a  few 
States,  a  severe  disruption  of  the  market  and  aggravated  problems 
which  have  occurred  in  those  States  could  occur  on  the  national  level. 

It  is  the  opinion  of  our  association  that  the  combined  effect  of  the 
considerations  discussed  thus  far  would  be  the  demise  of  State  regu- 
lation of  insurance. 

We  realize  it  is  not  the  intent  of  the  bill  to  substitute  Federal  for 
State  regulation,  but  merely  to  prove  an  option.  We  suspect,  however, 
that  regardless  of  the  intent,  this  is  the  probable  result. 

It  seems  to  us  that  the  proposed  legislation  would  operate  to  the 
disadvantage  of  smaller  carriers,  would  lead  to  increased  concentra- 
tion of  the  msurance  business  in  the  hands  of  large  national  companies, 
would  unnecessarily  split  the  industry  into  two  segments,  would  result 
in  confusion  for  all  segments  of  the  industry,  as  well  as  for  the  public 
which  it  serves,  and  over  the  long  term  would  bring  about  the  gradual 
replacement  of  the  State  regulatory  system  with  a  system  of  total 
Federal  regulation. 

The  objections  which  we  have  made  to  the  legislation  under  consid- 
eration by  the  committee  should  not  be  interpreted  as  meaning  that  we 
are  defending  the  status  quo  in  the  State  regulation  of  insurance.  Con- 
sidering the  record  of  regulation  by  the  States,  there  is  no  doubt  that 
there  is  room  for  improvement.  We  do  not  feel,  however,  Federal  legis- 
lation in  this  area  and  the  establishment  of  a  Federal  regulatory 
mechanism  and  Federal  guaranty  fund  is  the  preferred  method  of 
dealing  with  the  problems  which  exist  in  State  regulation.  These  prob- 
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lems  can  and  should  be  dealt  with  at  the  State  levBl.  It  is  clear  that 
some  changes  should  be  made  in  the  State  guaranty  fund  laws,  in 
order  to  better  prepare  them  to  respond  to  insurers'  insolvency. 

Various  suggestions  have  been  put  forward,  including  immediate 
access  to  the  assets  of  the  insolvent  company,  prior  credit  status  for 
the  guaranty  association,  and  a  provision  to  offset  guaranty  funds 
assessments  against  insurers'  premium  taxes  and  several  States  have 
acted  to  improve  their  guaranty  funds  laws  accordingly. 

While  such  improvements  should  increase  the  ability  of  State  guar- 
anty funds  to  respond  to  such  situations,  the  best  method  of  dealing 
with  the  insolvency  problem  is  to  prevent  insolvency  from  occurring. 

PIA  has  supported  improved  regulation  for  insolvency  at  the  Stat« 
level  through  the  return  of  more  of  the  premium  tax  collected  by  the 
State  to  the  operating  budget  of  the  insurance  department,  so  it  can 
be  adequately  staffed  to  carry  out  its  primary  regulatory  responsibility. 

We  also  feel  there  is  another  method  of  improving  the  quality  of 
solvency  regulations,  which  deserves  serious  consideration  by  the  vari- 
ous States.  This  involves  the  active  participation  of  the  association 
members  in  assisting  the  insurance  department  to  monitor  the  com- 
panies under  its  charge.  Such  an  approach  is  used  in  Kentucky  and 
has  been  successful  there. 

Mr.  OTlourke  has  prepared  a  statement  describing  the  performance 
of  this  function  by  the  Kentucky  Insurance  Guaranty  Association  in 
some  detail.  This,  statement  is  an  appendix  to  my  full  statement. 

Mr.  Chairman,  this  concludes  the  statement  of  position  of  the  Pro- 
fessional Insurance  Agents  in  regard  to  S.  1710.  We  appreciate  the  op- 
portunity to  express  our  views  to  the  committee. 

Mr.  O'Rourke  and  T  will  be  happy  to  respond  to  any  questions  you 
may  have. 

The  Chadehan.  Thank  you  very  much. 

Mr.  Kremer, 

STATEHBHT    OP    ESWABD    J.    KVWV^,    CHAIKKAH,    FEDEKAI 

AFFAntS  COMHITTEE,  IKDEFEnSEFT  IK8UBANCE  AGENTS  07 
AMERICA,  ACCOHPAinES  BY  JEFPERT  TEATES,  ASSOCIATE 
OEHEEAL  COITNSEL 

Mr.  Kkbher.  Thank  you,  Mr.  Chairman.  My  name  is  Edward  J. 
Kremer,  and  I  am  diairman  of  the  Federal  affairs  committee  of  the 
Independent  Insurance  Agents  of  America,  Inc. 

I  am  accompanied  today  by  our  associate  general  counsel,  Jeffery 
Yeates. 

[The  statement  read  by  Mr.  Kremer  follows :] 
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Stataasnt  ot 


INDEPEMDENT  INSURANCE  AGENTS  OF  AMERICA,  INC.. 

before  th« 

lANKIHG, 
iN  AFFAIR 

of  the 

UNITED   STATES  SEMATB 
on  S.    1710 


8«ptaBber  U ,   1977 

Hr.  Chalnun  and  Heabers  of  tha  CoBmitt«e: 
II7  naae  ia  Edward  J.  Kremer  and  I  mm  Chain 
the  Federal  Affairs  Coamlttee  of  the  independent  Ini 
AseDta  of  Anerlca,  Inc.  ("IIAA").  We  welcoae  thia  opportunity 
to  preaent  our  vleva  concerning  the  proposed  Federal  Insurance 
Act  of  1977  (S.  1710)  ("Acf).  Title  I  of  the  Act  would  create 
■  Federal  Insurance  program  whereby  guarantee  would  be  provided 
to   inaurance  obligations.      Title   II  would  provide  a   Federal 
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chartering  alteriutlve   lor   Inaurance  coMpanleB  atallar   to 
tha  Federal  charteTing  alttfrnativea  available   to  baaka  and 
aavli^a  and   loan  aaaoclatlona  under  the  currant  ayatea  of  dual 
regulation  of   financial    Inatltutlona. 

I.      Introduction 

lUA   la  a  national  aaaoclatlon  of  iDdapendant 
property  and  casualty   Insurance  agenta.      The  association   la 
coivosed  of  91   state  adsoclatlona   (Includlns  the  District  of 
ColuMbla)   which  represent  sore  than  34,000  inaurance  agencies 
representlog  approxlnately   126,000   insurance  agents  across 
the  country.      IIAA's  BSBber  agendas  vary   In  else.      Most  are 
BHBll   buslneanes  having  gross  Incoaea  of  less   than  $60,000  per 
year.      The  agents  are  proud  of   being  part  of  an   Industry  abere 
saall   bualneaa  oi^anleatlona  have   been  able  effectively   to 
aerve  the  Inaurance  needs  of  the  public. 

Our   induatry    la  highly  coaplex  and  diverse.      There 
exist   large  and  saall    insurance   conpaniea  vhlch  do  businesa   in 
a  variety  of  waya.      Some  sell    their  products  by  aail.      Others 
use  salaried  eaployees.      Still   others  operate  through    Independent 
agents  auch  as  those  who  are  BeBbars  of   tIAA. 

In  light   of   the  co>plezity   and  the  coapetitiveness 
of   the   insurance   Industry,   any   legislative  propoaal  which  would 
radically   reatructure  the   induatry   should  be  approached  with 
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craat  c>re.      IIAA  la  coacaroed  that  tb«  F«<ler*l   Ina 
of  1977  ha*  the  potential  of  aerloualjr  under>liitng  tbe  preaent 
GO^ietttlTe  atructure  of  the  property  and  caaualty   inaurance 
iDdttatry.     PurtherBore,   the  Act  carrlea  «lth  it  thia  daiwar 
without   neceaaarll]'  affording  the   insurance  coneumlns  public 
the  increased  >eaaure  of  protection  the  legialatioD  intends 
to  provide.     Pinallr,   the  Act  eould  eatabliah  another  tier  of 
KorernBsnt   InvolveMent   in  an   indnstry  which  ta  already  highly 
recnlated.     For  these  reaaooa,   IIAA  opposes  tbe  proposed  lesls- 
latton.  , 

In   thla   teatlBooy  we  will   prorlde  ■   brief  description 
of   the  structure  of   the  property   and  casualty   insurance   Industry 
and  the  role  played  by  the  igent   in   it.    We  will   also  briefly 
su^aarise  sone  of  the  reasons  why  we   believe  the  Act  would   not 
provide  the  public  protection  it   is  designed   to  achieve. 
We  will  also  explain  sone  of  the  possible  effects  that   the  Act 
would  have  upon  the  narketlag   (as  oppoaed  to   tbe  underwriting) 
sector  of  the  Industry.     Finally,  we  will  suggest  varloua 
regulatory  alternatives   that  we  believe  would   better  address   tbe 
probleae  currently  presented  In  the  insurance  industry. 

II. 

Before  discussing    tbe  possible  effects  of  the  Act  on 
the  property  and  casualty    Insurance   industry   and   the  public   that 
industry    serves,   a   brief  overview  of  the   industry   and  how   It 
operates   is  appropriate. 


DigiLizedbyGoOglc 


£40 

1 ,     D«»crlptlon  of  the  Indu»try 
The  insurinc*  business  May  roughly  be  divided  into 
three  broad  catesorles:      (1)   lite  tDBnrance,   (11)   health 
insurance,  and   (ill)    property  and  casualty    Insurance.      There 
are  a    total  of  approxtaitely   5,000   iDSurance  coopanlea  aelling 
these  various  types  of  Insurance,      The  property  and  casualty 
insurance  Industry    la  cospriaed  of  approximately   2,900    Insurance 
cospanles  selllnB   fire,   autoaoblle,  general    liability,   worker's 
cospensatlon,    Inland  aarlne,   ocean  Marine,   hoseowners,    fidelity, 
and  crise  insurance.      In  addition,    some   Insurance  underwriters 
also  offer  surety  bonds.      The   total   presius  voluae   tor  the 
industry    in  1975  anounted  to  slightly   less   than  $50  billion 

Fros  sany   points  of  tIbw,    the  wast    taportant   person 
In   the  entire   insurance  transaction   Is  the  agent.      The  agent 
works  with   the  insurance  consuaer  to  establish  the  necessary 
coverages  by   type  and  Magnitude  through  an  analysis  of  the 
cansuMer'B  econosic  clrcusstances  and  existing   insurance  port- 
folio   (if  any).      The  agent    is  also  a  valuable   link   in  the  claims 
process  should   the  need  arise.      In  recognition  of  the  iaportant 
role  played   by    the  agent    in  the    insurance   distribution  process, 
the  Marketing  aechanlsms  of  the   industry  generally   revolve  around 
hlD.      The   industry  has  evolved  several  Marketing  systeMs,    each 
of  which  uses  agents  somewhat   differently.      However,    each   system 
has  as  its  goal   the  attainment  of  efficiency  and  the  distribution 
and  servicing  of   the   Insurance  product. 
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In  th«  property  >iid  caaualtp   iDsuranca  field, 
Inmranc*  undsnriters  either  aarket  tbelr  product  through 
the  Aaericaii  tgaacy   Byatea   (IndepeDdent  Mgeiits)    or   through 
•o-called  captive  aKents    (dlroct  writern) .      Independeat  BKents 
Conorally  represent   several  conpanlea,    dividing    their  policies 
aaong   those  coapanlea   in  iccordance  with   their  client's  choice 
basod  on  consultation  with   the  agent.      An  Independent   agent 
"owns  bis  oxplratlODS,"  which  Beana  that,    It  hla  client   bo 
chooses,  at  the  tlae  the  policies  expire,    the   Independent  agent 
■ay  place  the  renewal   of  such  policies  with   an  Inaurer  different 
froB  the  original   coapany.      On   the  other  hand,    "direct  writing" 
coapanles  operate  through    (1>    the  nail,    (11)    salaried  repre- 
sentatives,  or    (ill)    exclusive  agents.      The  coapensation  to 
direct  writer  saleaaen  aay   be  in  the  lora  of  salary  or,   perhaps, 
through  cOBBisBions,    based  on  preaiuB  voluae.      Unlike   their 
independent  agent   counterparts,   direct  writer  saloBnea  do   not 

own  the  explratiODS  and  cannot   place   i 

1/ 
coapany. 


1/     Another   facet  of  the  marketing  oechaniaa  of    the  property   and 
casualty   insurance   Industry    Is   the  insurance  broker.      Unlike 
the  insurance  agent,    the  broker  solicits  business    from  his  clients 
and  then  places   that   business  with    insurers.      While  the   broker 
is   the  agent  of   the   insurance  consuner  ,   he   normally   receives  his 
coapensatlon    (cOBnisslons)    froa  the   Insurance  coapanies. 
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2.     Hoi*  at  th»  te»nt 

Mot  oaly  are  thsre  dlfferencea  batveen  InBuranc* 
cowanles  which  use  independent  agants  and  those  wbich  are 
direct  vrltera,  but  there  are  also  differences  aaong 
acencles  theaselves.  The  average  Independent  BESncy 
■■all  co^etltor  e^Iorliuc  as  few  as  six  people  who  | 
all  of  the  operations  of  the  agency.  Other  agencies 
firas  which  sell  insurance  on  a  national,  or  even  an 
national,  basis  and  esplor  hundreds  of  people  who  pei 
highly  specialized  functions.  Sobs  agents  speciallEi 
sale  of  personal  lines  insurance  (insurance  sold  to  indlvl 
and  households) ,  ehile  others  specialize  In  the  sale  of  c( 
lines  (insurance  sold  to  coaaerclal  enterprises).  Host 
however,   operate  to   sobs  degree   In  both   aarkets. 

HO  one  knows  for  certain  how  aany  Independent 
exist  in  the  country.  1%e  Insurance  Inforaation  Instttut< 
estioates  that  there  were  about  350.000  persons  engaged  in  the 
agency  and  brokerage  field  at  the  end  of  1974,  but  this  figure 
includes  coapany  agents  and  exclusive  agency  coapany  represen- 
tatives. lUA  estiaatsa  that  the  total  nuaber  of  agencies  in 
the  country  Is  approxiaately  79,000  —  all  differing  In  aizs, 
the  typea  of  accounts  that  they  handle,  profitability,  and 
Marketing  strategy. 

Insurance  agents  coapete  priaarily  on   the  basis  of 
the  quality  of  services   they   provide   to  the  public.      The  price 


irctal 
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Of  the  lawiraoce  la  a  factor  which  !■  usually  outside  of  the 
control  of  the  agent.      Price  co^ietltlon  between  ageDclea 
does  take  place,    but   this  price  ccBpetltioa  la  based  od  the 
price  cOMpetition  between  the  cospanies  that  the  BgencLes  repre- 
sent. 

In  addition  to  being  a  coNples  subject,   insurance 
requires  specific  knowledge  that    Is  beyond  the  experience  at 
■oat  consuaera.      For  that  reaaon,    the  BbUitjr  of  a  professiooal 
inaurance  agent  to  advise  insurance  purchasers  on  coverages, 
costs,  and  insuraDce  underwriters  Is  of  tretwndous  value  to 
tb«  conauBar.     In  addition,   in  the  event  of  laas,   the  aBsiatanca 
which  an  independent   Insurance  agent   Bajr  render   the  consuser   in 
connection  with  hia   insurance  clais  could  be   invaluable.      It 
is   for  these  reaaons,    that   the  glorification  of   the  price  of 
Insurance   to   the  virtual  ezcluaion   fros  coDsideration  of   the 
econoBic  value   to   the  consuaer  of  independent   Insurance  adwics 
is  unwise  and,    in  a   legielatlve  context,    could  work  positive 
bars  OD  the   insurance  consusing   public, 

3.     Role  of  the  State  Regulator 
Insurance  Is  currently  regulated  by   the  various  states. 
State  Insurance  regulators  have  a  dual  role.      Tbe  public   tende 
to  think  of  the  insurance  regulator's  task  in  terss  of  preventing 
Innurera  fros  exploiting   the  consumer.      While   this  is  certainly 
an  iBportant  regulatory    function,    insurance  regulators  sust  also 
prevent   the  establlshnent  of  insurance  rates  which  are  so 
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Inadequat*  as  to  lapalr  the  ■blllty  of  co^^nlwi  to  pay  their 

a/ 

clalBB.  ~      Id  other  worda,  rerulatara  are  aleo  responsible  for 
■•aurluK  the  BolTencr  of  the  Insurance  undervriters  dolns 
buBlnasB  within   their  Jurladlctlooa.      niey  seek  to  assure 
that   the  public  has  access  to  viable   iDBuranca  coapanles  which 
■re  able  to  provide  adequate  lusuranee  services  to  the  public. 

There  Is  no  queetlon  that  the  Act  oontesplataa  a 
radical  restructurliv  of   the  current  property  and  casualty 
insurance  reguli'tory   achesa,      Sutdi  radical  changes   In  regulatory 
Btructure  of  the  induntry  will  inevitably  iapact  the  Industry  'e 
■arket  structure, 

III.      Analyala  of  the  Act  and  Ita   lapllcatlons 

1.     Suaawry  of  the  Act 
The  Act  would  oatabllsh  an  Independent   agency  entitled 
the  Federal  Insurance  CoHisslon  ("Co^lsslon") .     Ttaa  CossiBslon 
would  be  responsible   for  the  adslnlatratlon  of  the  Federal 
Inaurance  Guaranty  prograw  eatablLsbed  by  the  Act.     Title  I  of 
the  Act  would  eatablltdi  a   fund  aade  up  of   fees  paid  by   inaurance 
coHpantes  whose  obllgationB  are  guaranteed  by   the  Ccwalaalon. 
With  respect  to  the  fund,   the  Cowiisaion  would  be  authorised   to 
iaaue  Federal  guarantee  certlflcatea  to  any  Insurer,   Aether 
State-chartered  or  Federally-chartered,  which  aakea  applications 
and  Meets  the  requlreaeata  of  the  COBalaslan.      Under  Section  103 
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Of   th*  Act,  kojr  P«d*rall7-guarante«d  Insursr,   abether  Fedaralljr- 
ch>rt«r«d  or  Stmta-chartar«d ,   would  ba  ezaapt    froa  coatrl but Ions 
to  *af  8tat«   Inaolveaoy    fund.      Sactlon  109  of   the  Act  would 
laava  Id  place  tbe  Fadaral  aDtitrvat   laaunltlea  provided  by 
the  HcCarran-FerBUSon  Act,   but  would  raaova  those   iBBualtlca  wltb 
respect  to  Fedarallr-char tared  iuaurera.     Title  II  of  the  Act 
■ate   forth  tbe  procedures  and  raculatorr  aachaniaa  for  the 
•stabllahBaiit   and  resulatton  of  Federally -chartered  Insuranca 
co^aniea. 


2,      The  Act   May  I 
Traditionally,    the 
lated  principally   by    the  state 
Furtheraore,   state  regulation  < 
nlxad  by    the  Congress  as   being 
Bubaits  that,    unless  very  coapel 
Justify   a  departure   froN  S' 


be  preserved  and  strong thei 


where  appropriate.      For   its  part. 


the  Act   takes  a   caiqiletely  oppoi 
objectionable.      Indeed,   if  enaci 
of  having  an  opposite  effect   fro*  wha' 
exasples  will   Illustrate  the  po^ 


3/     See  HcCarran-Ferguson  Act  of   1945,    19  U.S.C.    1    1101  ■ 
TTB70) , 


Self -De tea ting 

Industry  has  been  refu- 
nd not   the  Federal  governaent. 

insurance  has  long   been  racog- 
in   the  public    Interest."  IIAA 

ling  reasons  can  be  shown  to 
'egulation,   such   regulation  should 


pproach  and   is   therefore 
ed,   the  Act  has  the  potential 
Intends.     Several 
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A.     Rxllcal  Chang*  1»  Pni>«c«*»«rT 
Vhlla  It   la  tm*  that  propsrty  and  caaualty   Inauraaca 
co^MUlea  have  Mitfered  !■>•■•■  In  recant  years,    there  la  no 
avldanc*  that   the  radical  regulator;  surgery  eontaaplated  by    the 
Act    IB  either  needed  or  that   It   !■  in  the  public   Intereat.      In 
tact,  statlatlea  Indicate  that   the  financial  poature  of  the 
induatry  has  exp*rl«nc«d  substantial   lBprove>«nt    in  recent 
■cntha.      Notvlthatandlng   these  ancauraglng   algna,    It   la  clear 
that  SOBS  state  regulatory  procaduras  could   be   l>prov«d. 
nils  1*  not  an  unusual   situation  tor  state  or  Federal   regulatory 
atructurea.      tIAA   aupporta  appropriate  changes  where   they   are 
needed.      However,    It  haa   to   be  recognized  aa  a    fact   that    the 
Insurance  regulatory   atructure  currently    In  existence   In  the 
various  atetea  haa   been  adequate   to  weatber  a  period  of    financial 
Btraln  on  the  property  and  caaualty    Industry  without  a  major 
failure  of  a  property   and  caaualty    Insurance  underwriter, 
laprovanenta  can  and  are  being  Made  at   the  state  level.      Far 
froM  aiding   In  those  sfforts,    the  Act  haa   the  potential  of 
frustrating  then  entirely. 
B. 

The  Act  contemplates  the  establlshaant  of  yet  another 
potentially  vest  Federal  bureaucracy  at  Just  the  tlB«  when  there 
Is  virtually  universal  recognition  that  the  alze  and  Involveaent 
of  the  Federal  government  In  the  affairs  of  society  should  be 
significantly  reduced.  History  has  taught  us  that  bureaucracies 
seldon  get  saaller  or  go  away.  Irrespective  of  the  continuation 
of  any  problem  they  were  established   to  solve.      For  thla  reason, 
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th*  CoBgrsaa  should  b«  vsry  r*luct*nt   to  •■tablLah  yet  moother 
redarml  KBoncy  which  will    further  th*  procaaa  of  •ccrAtlon  of 
povar  to  the  F«)ar>l  govtruKmat,  while,  *■  a  practical  Matter, 
■BkinB  Beanlnsfnl  Inenrance  resulatlon  at  the  state  level  a 
thins  of  the  paat, 

C,     Depletion  of  State  InBolvencr  rund« 
Hie  Act  would  likely  exacerbate  any  reeulatory 
problaas  which  >ight  exlet  at   the  state  level.      Because  of  the 
nationwid*  chairaoter  of  their  operations,   there  say   b«  an 
appeal   (either  superficial  or  otherwise)   for  somb  larse  inauraoee 
underwriters  to  opt   for  Federal  ragulation.      Under  Section  103 
of  the  Act,   such  companies  would  not  have  to  make  contributlona 
to  state   Insolvency   funds.      Accordingly ,   state  Insolvency 
plans  would  lose  Blgnitlcant  sources  of  contributions  at  pre- 
cisely the  time  it  la  alleced  that  the  viability  of  such  plans 
is  belQB  threatened.     The  state  Insolvency  funds  available  to 
cover  any  claias  would  be  dlBlnished,      In  this  way,   policy 
holders  and  clalMants  of   Insurance  coapanlea  which  reaain 
State -chartered  and  which  do  not  opt  for  Federal -guarantee 
status  could  suffer   finBDclal   loss  which  would  not  have  occurred 
but   for   the  depletion  of  the  state   Insolvency   funds.      Furtherwore, 
the  highly  unsalutary   effect  of   the   insolvency  would  be  iateasltled 
by    the  concentration  of  its   inpact    in  a  relatively  snail   econosic 
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If  Bigalflc«nt  nuBbvrs  of  und«r«rlt«ra  w«r»   to  choos* 
tbe  option  of  being   Federally -chartered  >•  provided  by   the 
Act,    tbe  viability  of  covqIbb  chooaln*   to  raaalo  state  regulatad 
could  be  undernlned.      This  posBlbllity  would  be  greatest    if   the 
large  natlonvlde   InBurance  uoderwrltera   In  great   nuMbers  were 
to  chooae  Federal  regulation.      There  Might   be  created   in  the 
■IndB  of   the  public   the   iBpresslon  that   they  would  aoBabow  be 
r  off  if  they  purchase  tbeir   insurance   fro«  a   Federally- 
iTtered  insurance  coapany.     Perfectly  stable  and  aolvent 
itraatate   insurance  underwriters  Bight   then  begin  to   lose  buslnesa 
>   tbe  nationwide  coapaniBB   for  raasons  having   do  real  econoaic 
t.      Snaller   Intrastate  underwriters  which  had  previously 
r  experienced  financial  difficulties  could  find  theaselves 
IB   to  conpete  effectiVBly  with    the   larga  Faderally -chartered 
inwide  organizations.      This,    In  turn,  would   bring   about  a 
:tlon  of  coBpetitlon  within  the  property  and  casualty 
insurance  underwriting   business,   which  would  be  seriously  at 
odds  with   the  public    Interest. 

E.      Crosa-Bubaldlzat Ion 
The  pricing  of    insurance  policies   is  parforaed  by 
the   insurance  underwriter  based  on   the  underwriter's  aasessaent 
of   losses,   adninistratlve   expenses  and  taxes  associated  with 
a  particular  policy.      The  risk  aasociatBd  with  various  coverages 
and   the  cost  of  losses  when   they   ars   Incurrad  vary   with   different 
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locations  in  tho  country.      Undar  Section  201  of  th*  Act, 
F«dar*lly-«liartar»d  insurers  would  bacoao  axeapt   froa  state 
regulstton.      Such   ezeaption  would  provide  Federally -chartered 
insurers,   particularly   tboae  vhich   are  large  nationwide 
underwriters,  greater   flexibility    In  era s b -subs idiz log   the 
rates  charged  tor  Tsrious  coveraKas  In  one  area  with    the  profits 
derived   from  presluBa  charged  on  the  aase  coverages   In  different 
areas.      In  this  way,    such   entities  would  have   an  unfair  cob- 
petitive  advantage  over  smaller,   sore   local    insurers  which 
elect   to  resain  State -chartered  and   thereby   state  regulated. 
F,     Maintenance  Costs 

Experience  has  shown  that  the  cost  of  the  bbIq- 
tenance  of  a  Federal  bureaucracy  Is  substantial.  FurtherMore, 
it  increases  over  time  —  it  never  dlsiniahes.  The  costs 
associatsd  with  the  two-tier  regulatory  systea  contenplated  by 
the  Act  would  be  significant  indeed.  Furthermore,  they  would 
end  up  getting  passed  along  to  the  insurance  consumers  in  the 
form  of  higher   insurance  prices. 

G.      Flexibility  of  Current  System 

It   is  well   recognized   in  the  insurance  industry  that 
conditions  and  problems   differ  substantially    from  state   to 
state.      For  example,   while  oarlcetB   for  certain   lines  of 
insurance  may   be  very   tight    In  ■   number  of   states,    coopanies 
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M>]'   b«  aetlvelr   BeekiiiK  no*  bualnafls  In  Uioaa  ■■■«  lliwa  In 
othor  statoB  where  those  llnea  are  aore  profitable.      Stat* 
InaurftnCB  regulators  are  better  able  to  react  to  tb«  par- 
ticular Deeds  of   the   Induatrr    Ln  tbeir  states  than  would  the 
Federal  regulatory  body  couteqylatsd  br   tbe  Act.      The  par- 
ticularized regulatory  attention  currently  provided  at   tbe 
state  level  would   be   lapoSBlble  under  any  scheae  of  Federal 
regulation  where  one  regulatory  policy  and  one  set  of  rules 
would  apply  to  all  the  states.     Furthersore ,   the  state  Insurance 
departBents,  which  would  certainly  have  tbelr  roles  reduced 
If   the  Act  were  enacted,   are  much   closer  and  nore  responslvs 
to  the   Insurance  consuaer  tban  any  Federal   regulator  could 
possibly  be.     The  flexibility  and  responsiveness  of  tbe  state 
Insurance  departsents  are  significant  benefits  afforded  by 
the  current  regulatory  schsMS.     As  such ,   they  should  be 
perpetrated,    not  undsralned. 

B.      Regulatory  Conflicts 
Pros  a   strictly  regulatory  point  of  view,    the  dual 
regulatory   scheM  conte^lated  by   tbe  Act  creates  nuBsrous 
potential  problews;    specifically,    (1)    differences  In  Federal/ 
State  regulatory  policy;    (11)    differences   In  specific  Federal/ 
State  regulations  which  address   the  saae  situations;    (111)    ten- 
dencies of   regulated  entitles  to  shop   for   the  Most   lenient 
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ragulKtort        and   (Iv)    dlaputsB  betwaea  Faderal/State  ragu- 
lator*  ovar  which  has  Jurisdiction  In  particular  Bltuatlans. 

IV. 


IIAA   believes   tbat   the  current  raculatlon  of  the 
property  and  casualty   insurance   Induatry   by    the  various  atates 
Is  adequate  to  protect    the  public  Interest.      While  there 

:Blnly  exist  ways  in  which  tha  regulation  of  the  proparty 
I  cBBualty  Insurance  Industry  could  ba  iwpravad,  wa  ballava 
:  tha  radical  ragulatory  raatructurlog  contesplated  by  the 
Is  out  of  proportion  with  the  probless  that  aay  currently 
It.  PurtbarBore,  tha  reculatory  Bcheae  conteaplated  by 
»  Act  could  sarlcusly  disrupt  the  proparty  and  casualty 
iBurance   Industry   at  a   tlae  when   It   Is  recoverlns   froB  the 

»  affects  of  tha  recant  period  of  high   Inflation  and   low 
aeooonlc  growth. 


4_/     In   the  context  of  sultlple  bank  regulation  at   the  Federal 
level,  Chalrnan  Arthur  Burns  of  the  Federal  Reserve  Board 
stated   that   the  difficulties  recently   experienced   by  major 
banking    Institutions  vara   in  part  dua  to   tha   "cospetltlon  In 
laxity"  BBong   the  various  bank  regulatora.      Address  by  Arthur   T. 
Burns,  CbalrMan,  Board  of  Goveroors  of  the  Fadaral  Hasarve 
Systaw,    1974  American  Bankers  Association  Convention,    at    18 
(Oct.    21.    1974). 

^/     Such  disputes  would  be  especially  likely  under  the  Act   In 

that   there  would  bo  State-chartered   Insurers  which  are 
Federally-gua  ranteed . 
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Huch  of  vhat  !■  coiitai9>l>t*d  b;   th«  Act  &■•  b««ll 
conBldered  bf  Congreas  befors.      In  the  91«t  ConcroBS,  lofls- 
latlon  antitled  The  Fedaral   Insuranca  Guaranty  AK«nc)r  Act 
(8.    2236)   «>■  Introduced,      Sucb   10Klal*tlon  would  bav*  expanded 
the  authority  of  tba  Federal    Insurance  AdHlnlatratton  under 
the  Departaent  of  Housing  and  Urban  Development   and  vonld  have 
pemltted  tbe  payaent  of  contractual  obllgatlona  of  policLae 
guaranteed  under  that   act  when  an  tnanrance  undererLter  becaae 
insolvent.      It  sbonld  be  noted  that  S.    2236  waa  not   enacted 
even   though    It  was   far  leas  aMbltloua  than  the  Act  and  waa 
conBldered   in  an  environaent  where,    In  the  twelve  yaars 
Innediately  preceding   consideration  of  the   legislation,   143 
property  and  casualty   insurance  covanles  had  allegedly    becoae 
Inaolvent, 

In  1970,    in  response  to  6,    2236,    the  Adainiatratien 
introduced  S.    3542   entitled  the  Federal    Insurance  Guaranty 
Act.      The  purpose  of   that  act  was  to  provide  a   national  prograM 
within  the  framework  of  state  regulation  of  the  insurance 
industry,    for  the  expeditious  compensatioa  of  consumers  for 
loases   incurred  when  property  and  casualty   insurance  underwriters 
were   to  become   Insolvent  and   funds  available  at   the  state  level 
were   Insufficient   to  satisfy  valid  claims.      That   legislation 

6/     See  8.    Rept.    No.    1433,   91st  Cong.,   1st  Sesa.    6    (1970). 
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l«ft  the  prlH«Tr  raaponaibUitj  to  th«  ■atlafkotloa  of  cIkIbs 
arlBlog  out  of  th*  inaolvMier  of  an  liiMir»r  to  tb«  stkt* 
r«(<il*tov7  autborltlAM  In  th«  Jnrlsdlctloa  In  whlcb  tb« 
Inaolveacy  occurr«d.     Onlf  in  tb«  «v«nt   that   at*t*  Inaolvency 
tunda  *ere  inadequato  would  clalBB  bav*  b«an  paralttad  to  be 
aada  to  the  Federal   Insuranc*  Adalnlstrator.      Agralo,   «van 
thoiiKh  8.    3M2  was  a  aore  nnderate  aolutlon   to   tbe   Inaolvancy 
problaa  tban  waa  eabodled   in  8.    2336,    It  vaa  not   enacted. 

Tet  another  possible  altsmatlTe  to  the  Act  would 
be  tbe  estabjiabaent  of  a  Federal    fund  which   could  contribute 
towRrd  the  payMent  of  clal«a  arlslns  out  of  Insolvency  of 
Insurance  underwriters   If  there  existed   in  the  state  where  tbe 
Insolvency  occurred  a  regulatory  progran  whicb  provided 
(a)    that   tbe  state  pay  at   least   2S  percent  or  sa>e  otber  per- 
centage of  any  clal«,    (b)    tbat  tbe  state  guarantee   that    funds 
provided  to  tbe  state  losolvency  plan  by   contributions  not   be 
available   for  use   for  other  purposes,   and   (c)    tbat   Insurtnce 
coBpany  contributions  to  tbe  state  Inaolvency  plan  would  be  set 
at  a  given  «iniBiui  level. 

We  do   not   endorse  any  of  tbe   foregoing  alternatives, 
since  we  believe  that  wbatever   Ills  may   currently   exist  at   the 
state  level  can   be  eftectlvelr  cured  at   the  state  level,     le 
allnd*  to   theae  alternatives   to  espbaslze   that   there  are 
nuaeroua  solutions  to  tbe  problews  addressed  by    the  Act  which 
are  not  only   less  extreae  than  the  Act,    but  also  sore  relevant 
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to  th*  current  prabl«BS  of  tti«  pmparty  knd  oanulty  1 
InduBtry.     Tha  alt*rn»tlT««  wo  hav*  llst*d,  and  othars  that 
■Ight  b«  thooKht  of ,  aboald  b»  oonaldarad  earatollr  bj  CeB(r*M 
bafor*  any  roaedlal  laglalatlon  la  ultlaataly  anacted.' 

V.     Conclualon 

Hie  Act  contem>lateB  a  radical  reatructurlug  of  tbe 
rafulatory   acheBO  effecting   the  property  and  casualty    Inaurance 
Industry.      Such   restructuring  will    Inevitably  have  a   significant 
lapact  on   the  competitive   forces  within  that   Industry.      Aa 
sucb,    the  Act  bas  the  potential  of  caualns  serloua  dislocation 
In  the  narketing  structure  of  an  industry  which  tor  aany  years 
bas  worked  effectively.      The  result   for   the  public   Is  likely 
to   be   fewer  insurance  coapanleB,   a  nore  highly  concentrated 
Industry,  and   less  cospetitlon.      In  addition,    insurance  agents 
will  have   fewer  cospeting  saurces   Iron  which    to  obtain  insurance 
and   there  will   be  presented  a  weakened  systea  of  atata   insol- 
vency   funds  and  a  higher  price  tag   for   inaurance  regulation. 

For   theae  reasons,    IIAA    believes  that    the  Act    is  aucb 
too  aabltlouB   to   address   the  current  probleas  existing   In  the 
industry.      TTie   state   regulatory  atructure   is  currently   In 


1J     In  the  context  of  the  Act,    in  light   of   the  nuaber  c 

agents  througbout   the  country  and  their   laportance   In  the 
Marketing  processes  of   the   industry,    tbe  Act   In  Section  101   should 
be  aaended  specifically   to  provide  that  the  advisory  coaaittee  to 
tbe  Federal   Insurance  COHiisslon   be  required  to   include  one  or 
BOre  insurance  agency   reprosentatlves. 
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plBC*  and  baa  r*c«ntlr  wsatbered  so>s  difficult  •codobIc 

tl*es.      For   this  reasoD,   that  structure  should   be  maintained 

and  l^^roved,  not  uaderMlnad. 

Ilngly,    IIAA  opposes  tbe   legislation  and 
IB   that   Bolutlons   to   tba  current  probleas  be 
LFSt   instance  at    the  state  level.      Only   if 
:anaot   be  solved  there  would  it   be  appropriate 
Lon  at  the  Federal  level,  and  even  then  that 

action  should  be  tar  less  aMbltlous  than  is  eontevlated  by 

the  Act. 

Tbank  you   for  providing  us  this  opportunity   to 

express  the  views  of   the   Independent    Insurance  Agents  of 


strenuously  urgi 
sought  in  the  fii 
those  pro bless 
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The  Chaikkan.  Thank  you  very  much,  Mr.  Kremer. 
Mr.  Douda 

STATEMENT  OF  H.  JAMES  DOITDS,  OEHEKAI  COUHSEL,  THE 
NATIONAL  ASSOCIATION  OF  UNSEEWSITEBS 

Mr.  Doom.  Thank  you,  Mr.  Chairman,  NALU  is  made  up  of  135,000 
life  insurance  agents  doin^  business  in  this  country. 

I  think  it  mieht  be  of  interest  to  this  committee  to  know  that  these 
members  of  NALU  represent  971  of  the  life  insurance  companies  in 
America  that  would  be  directly  affected  by  S.  1710. 

Overall,  I  should  say  that,  as  an  overall  conmient  on  the  bill,  we 
look  upon  this  as  an  attempt  at  the  Federal  level  to  solve  what  we  con- 
sider to  be  a  State  problem.  But  we  do  appreciate  the  opportunity  to 
be  heard  and  we  want  to  be  as  constructive  and  helpful  as  we  can,  given 
the  circumstances. 

Therefore  we  would  like  to  enumerate  some  of  the  objections  we  have 
to  the  bill  for  whatever  value  this  might  have  when  the  bill  is  further 
considered,  so  that  there  might  be  some  possibility  that  support  from 
organizations  such  as  ours  might  be  garnered  in  the  future. 

We  are  just  saying  we  do  not  believe  in  its  present  terms  that  S.  1710 
is  adequately  designed  to  meet  the  problem. 

First,  the  argument  we  have  already  alluded  to,  and  that  is  that 
insurance  as  an  industry,  and  one  of  the  last,  we  might  say,  which  has 
heretofore,  indeed  with  the  blessing  of  the  Conpjress,  been  regulated 
at  the  State  level.  It  is  a  major  industry,  Mr.  Chairman,  and  as  you 
said  on  Monday,  it  has  in  fact  done  a  good  job.  And  we  would  add, 
that  it  has  done  this  good  job  under  State  regulation,  and  therefore 
we  would  think  if  guarantees  against  insolvency  are  to  be  provided, 
they  should  be  provided  at  the  nand  of  the  State  governments,  and 
not  the  Federal  Government. 

As  Senator  Brooke  himself  said  in  introducing  the  bill,  the  financial 
solvency  picture  had  improved  significantly  from  the  time  of  the 
GEICO  crisis  of  a  year  before.  I  don't  think  we  should  fail  to  keep  in 
mind  that  the  GEICO  crisis  was  averted,  not  by  any  Federal  device  or 
mechanism,  but  that  crisis  was  averted  by  the  ingenuity  of  the  very 
State  regulation  that  S.  1710  would  seek  to  supplant. 

Senator  Brooke.  If  you  would  yield  there,  there  is  some  dispute 
about  that.  The  private  companies  actually  were  the  ones,  I  think,  tiiat 
averted  the  crisis  for  GEICO.  But  I  certainly  don't  want  to  take  any- 
thing away  from  the  State  regulators  in  their  assistance  in  that.  I 
quite  agree  it  was  not  done  with  any  Federal  assistance. 

Mr.  DoDDS.  I  was  referring  to  Superintendent  of  Insurance  Walladi 
of  the  District  of  Columbia,  who  acted  as  a  quarterback,  as  it  were, 
in  trying  to  rehabilitate  the  company. 

Second,  and  more  important  from  the  NALU  point  of  view,  we 
understand  that  nothing  in  S.  1710  is  intended  to  affect  the  general 
qualifications  of  licensing  and  day-to-day  activities  of  insurance 
ag^ts. 

But  at  the  same  time,  section  101  (b)  (7)  of  the  bill  would  give  the 
Federal  Insurance  Commission  the  power  to  examine  and  require 
reports  and  records  of  federally  guaranteed  insurers  or  ^plicants  for 
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snch  status,  or  their  "managers  and  agents,"  and  I  am  quoting  from 
tlhebilL 

In  the  lexicon  of  the  life  insurance  business,  managers  and  agente 
are  the  very  field  people  we  represent,  whereas  in  a  more  legal  sense 
of  the  term,  it  might  refer  to  corporate  representatives  generally. 
Perhaps  it  would  be  appropriate  to  include  clarifying  language,  maybe 
in  the  definitions  section  of  the  bill,  if  in  fact  the  biliis  not  intended  to 
directly  affect  the  day-to-day  activities  of  insurance  agents. 

I  think  a  similar  clarification  would  be  in  order  in  section  108,  whid) 
gives  the  Commission  supervisory  authority  over  "agente." 

Third,  and  even  more  disturbing  to  us,  is  the  power  the  Commission 
would  have  to  promulgate  regulations  such  as  it  might  deem  necessary 
to  carry  out  the  purposes  of  the  act. 

This  is  a  power  which  we  would  almost  be  willing  to  bet  would  be 
the  subject  of  bitter  dispute  as  time  went  on.  Because  under  the  dual 
regulatory  system  that  the  bill  is  designed  to  set  up,  the  Federal  In- 
surance Commission  really  couldn't  ao  its  job  properly,  unless  it 
stepped  into  the  territory  of  many  areas  of  State  regulation.  This 
would  be  true  not  only  with  respect  to  federally  chartered  insurers, 
but  it  would  be  true  with  respect  to  federally  guaranteed  insurers, 
and  with  respect  to  applicants  for  one  or  the  otAier  status  as  well. 

As  Mr.  Hunter  so  well  said  the  other  day,  it  does  seem  to  us  with  this 
new  Federal  regulatory  power,  insurance  regulation  stands  a  good 
chance  of  being  sliced  into  100  rather  than  50  pieces. 

Fourth,  the  bill  gives  the  Commission  the  power  to  allow  insurance 
companies  to  get  into  businesses  that  are  complementary  or  incidental 
to  insurance.  No  one  knows  better  than  the  members  of  your  com- 
mittee, Mr.  Chairman,  t^e  trouble  that  can  be  caused  by  legislative 
language  that  is  as  broad  and  vague  as  this. 

We  have  only  to  look  at  the  Bank  Holding  Company  Act  amend- 
mente  of  1970,  and  the  disputes  and  the  problems  that  have  been 
caused  by  t^iem  in  trying  to  decide  what  is  closely  related  to  banking 
and  what  is  an  incident  to  banking  and  what  is  not. 

If  I  might,  I  would  like  to  submit  for  the  record  an  excerpt  from 
an  article  in  Economic  Perspective,  a  publication  of  the  Federal  Re- 
serve Board,  which  chronicles  39  nonbanking  activities  that  have 
either  been  approved  by  the  Fed,  are  pending,  or  have  been  dis- 
approved. 

The  Chairman.  We  are  glad  to  have  that  for  the  record.  It  will  be 
printed  in  full, 

[The  information  follows :] 

"lNcii>Ei*TAi."  AcTiviTiEB  or  Bake  Holdirg  Coupakies 

The  March-Aprll  1977  issue  of  Bconomic  PerspectiTe,  a  publlctloD  of  the  Ved- 
eral  Reserve  Board,  reviews  the  nonbanking  activities  of  bank  holding  companies 
which  have  been  approved  by  tbe  Board  ;  those  that  have  t>een  denied,  and  those 
that  are  pending.  The  Hat  is  a  good  chronicle  of  39  nonbanking  activities  which 
banks  feel  are  "incidental".  Bome  of  wlilch  insurance  companies  might  well  alao 
consider  to  be  such  if  B.  1710  were  to  be  enacted : 

AcnvrriEB  pEnniifo  bkfohb  the  boabd 


M  Janiuur  Iw  1976. 
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3.  Underwrlttng  and   dealing  In   U.S.    OoTeniment  and  certain   munldpal 
securitleB.'  * 

4.  Underwriting   the   dednctlUe  part  of  bankets   blanket  bond   Insurance 
(withdrawn).* 

5.  Management,  conBulting  to  nonaffiliated,  depository  type,  financial  InsUtii- 

ACTIVITIES   APFBOVED   BZ   IHB  BOASD 

1.  Dealer  In  bankers'  acceptances.' 

2.  Mortgage  banking.* 

3.  Finance  companies.' 


b.  sales. 

c.  commercial. 

4.  Credit  car  Issuance.* 

5.  Factoring  company .' 

0.  Industrial  banking. 

7.  Servicing  loans.' 

8.  Trust  company.' 

9.  Investment  adrlsing.' 

10.  General  economic  information.* 

11.  Portfolio  investment  advice," 

12.  Fall  payout  leasing.* 

a.  personal  property. 

b,  real  property. 

13.  Community  welfare  investments.' 

14.  Bookkeeping  and  data  processing  aerrlcea.* 

15.  Insurance  agent  or  broker — credit  extensions.' 

1.  Ekiulty  funding  (combined)  saleiof  mutual  funds  and  insurance. 

17.  Courier  service.' 

18.  Management  consulting  to  nonafBIlate  bonks.' 

19.  Issuance  of  travelers  checks.' 

20.  Bullion  broker.' 

21.  Land  escrow  services.' ' 

22.  Issuing  money  orders  and  variable  denominated  payment  instruments." 


1.  Eiqulty  funding  (combined)  sale  of  mutual  funds  and  Insurance. 

2.  Underwriting  general  life  Insurance. 

3.  Beal  estate  brokerage.' 

4.  I^uid  development. 

5.  Real  estate  syndication. 

6.  O^ieral  management  consulting. 

7.  Property  management 
&  Nonfnll-pByont  leasing.' 

8.  Commodity  trading.* 

10.  Issuance  and  sale  of  short- term  debt  obligations  ("thrift  notes").* 

11.  Travel  agency." 

IZ  Savings  and  loan  aasodatlons.' 

Mr.  DoTTDS.  It  is  a  good  chronicle  of  the  kind  of  actinties  that  insur- 
anco  companies,  ^ven  the  same  entrepreneurial  latitude,  would  bo 
juBt  as  innovative  ae  the  banks  have  been  in  getting  into  businesses 
perhaps  where  they  hare  no  business  being. 

So  we  would  say  with  respect  to  this  bul,  as  we  did  in  1970  when  the 
Bank  Holding  Company  Act  amendments  were  pending,  if  this  is  to 
be  a  power  otinsurance  companies,  there  ought  to  be  a  so-called  lann- 
dry  ust  in  the  bill,  spelling  out  wbat  it  is  they  can  get  into  and  what 


to  lilt  itDK  January  1, 19TB. 


..  „■•  fennd  to  be  "cloMly  related  to  banklnx"  bat  tb«  propMad  aeqnlsltloiii  vi 

denlt^  l^  the  Board  of  Oareman  ■■  part  of  Its  "go  llow"  policy. 
*  To  be  dsddad  Da  ■  cata-by-csM  bails. 
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they  cannot  get  into,  to  prevent  the  kind  of  trouble  we  have  had  with 
the  banks. 

Fifth,  we  would  say  the  concept  of  a  guaranty  fund  is  laudable,  but 
as  you  have  heard  many  times,  it  would  oe  set  up  in  direct  competition 
with  State  funds,  and  competition,  for  laxity,  or  what  has  more  sala- 
ciously  been  called  a  "perverse  competition"  would  be  generated. 

The  Federal  Government  might  initially,  by  attractive  devices,  seek 
to  lure  insurers  into  it's  fund.  This  could  be  very  damaging  to  the 
State  funds. 

Another  section  would  deal  an  even  more  powerful  blow  to  State 
regulation  and  that  is  the  section  that  says  that  once  the  Federal  char- 
ter is  issued,  the  insurance  company  can  do  business  in  any  State. 

It  is  very  difficult  to  conjure  up  any  more  serious  usurpation  of 
State  regulatory  power  than  that  one,  considering  that  licensing  of 
companies  is  a  mainstay  of  State  regulation. 

Our  sixth  point  of  concern  is  with  the  tax  section  of  the  bill.  It  is  a 
very  hard  section  to  understand.  But  as  we  do  understand  it,  the  State 
of  Wyoming,  for  example,  could  not  tax  a  federally  chartered  insur- 
ance company  from  Maue  any  more  than  the  least  taxed  foreign  com- 
pany is  taxed  in  any  State.  That  is  what  the  language  seems  to  say.  If 
that  is  the  case,  it  would  seem  the  bill  would  ask  W^yoming  to  adopt  as 
a  standard  the  lowest  tax  of  any  State  in  the  Nation. 

In  any  event,  we  would  urge  clarification  of  that  language.  And  we 
would  say  this :  unless  some  argument  can  be  advanced  to  support  a 
thesis  that  State  premium  taxes  have  somehow  been  the  cause  of 
insolvency,  we  wonder  why  this  is  in  the  bill.  We  would  have  thought 
the  ability  to  pay  taxes  to  be  a  sign  of  solvency,  not  insolvency. 

Finally,  with  respect  to  Federal  charters  in  general,  these  charters 
have  always  had  about  them  an  aura  of  the  prestige  of  the  United 
States.  We  would  wonder  whether  the  Congress  would  be  willing  to 
authorize  their  issuance  on  a  wholesale  basis  to  the  1,800  or  so  life 
insurance  companies  in  America,  many  of  whom  may  want  the  charter 
to  avoid  burdensome  or  onerous  State  taxation,  many  of  whom  might 
want  the  charter  to  get  into  other  States,  where  they  have  not  before 
been  allowed  to  do  business. 

As  we  indicated  earlier,  in  conclusion,  we  endorse  the  major  goal  of 
S.  1710,  which  is  to  guard  against  insurance  company  insolvencies, 
but  we  do  have  certain  reservations  about  it. 

We  appreciate  Senator  Brooke's  remarks  that  proposals  like  this 
take  many  years  sometimes  to  gain  acceptance,  and  we  hope  that  with 
the  passage  of  time,  as  State  regulation  is  improved,  maybe  enact- 
ment of  S.  1710  might  even  be  renifered  unnecessary. 

Thank  you. 

[The  complete  statement  of  Mr.  Douds  follows:] 
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B.  Janes  Douda,    and  I  am  0«n*ral  Counaal  of  Tb*  National  Aaaocla- 
lon  of  Lifa  UnAarwritais ,   which   La  now  made  up  of  132,000  life 

ind  health   inauiaitce   agenta,    general  agents  and  manageia  doing 
bualnaai   in  virtually  all  of  the  comnunitie*   in  all  of  tha   fifty 

itat*a  of  the  Country.     The  members  of  HALO  would  naturally  be 


.ndividually  affected  by 
but  I  think  it  vill  Intei 

ance  field  people  repn 
.Bted  life  inaurance  conpar 
ftected  by  the  bill. 

As  we  understand 
chartering  alternative  for 
'Bderal  Insurance  Guaranty 
Lcyholders.  Insuraia,  whet 
be  aligible  to  participate 


enactment  of  a  Baaaure  like  S.  1710, 
you  to  know  that  these  Ufa  and  healt 
lent  971  o£  the  presently  state-regu- 
ts  that  would  be  even  mote  directly 


t,    S.    1710  would  provide  a   federal 
nsurance  companies  and  establish  a 
Fund  to  protect  insurance  company  pol- 
not   federally  chartered,   would 
guaranty  fund,   and  fadarally 
chartered  insurers  would  be  required  to  participate.      Insurers, 
under  the  bill,    could  elect  to  become   federally  chartered,    in 
which  case  they  would  obtain  certain    imBunitlea   froa  atate    in- 
surance   regulation  and   taxation;    or   thay  could  opt   to  continue 
under  the  present  ayitem  of  state  regulation,   and,    even  so,    they 
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could  atill  bacB—  fadsrally  guaiantaad  (although  not  fadaially 
cbaxucad)  by  Mating  eba  financial  and  otbar  raqulraBanea  pra- 
■ccUad  by  a  Fadaral  Inaucanoa  Caaaiaaion  which  la  alao  to  ba 
craatad  by  tba  anactMnt  of  S.    1710. 

8.  1710,  aa  wa  undacatand  from  Sanator  Brooka'a  ramarka 
whan  ttaa  bill  waa  Intloducad  nrllac  thla  y*a&  !■  a  lafinanant  of 
S.  3884,  which  waa  In  turn  intcoducad  *aa  •  worklDg  dociuant'  sa 
tha  Mth  Congreaa  adjoumad.  Nalthar  bill,  wa  taka  It,  la  to  b« 
tafcas  aa  daCinitivai  aa  tha  Sanatoi  haa  atatad  that  *Ho  doobt  thia 
lagialation  will  ba  further  nodlflad  aa  cooaanta  aca  cacalvad  on 
tha  valalon  of  tba  bill    [S.   1710)  which  I  introduca  today.' 

Wa  sra  grataful  that  S.  1710  la  not  to  ba  conaidarad 
aa  balng  in  tidal  farm,  bacausa,  aa  it  now  atanda,  tha  bill  con- 
tains cartain  proviaioaa  and  carrlaa  othar  claar  Infarancaa  which 
^ka  It  laqnaaibla  tor  ua  to  aupport  it.  Aa  an  overall  obaarva- 
tlon,  wa  look  upon  8.  1710  aa  b  fadaral  attempt  to  aolva  what  wa 
regard  aa  a  atats  problan,  and  thus  wa  saclously  doubt  whathar 
8.   1710  can  ba  BBanded  in  auch  a  way  aa  to  enable  ua  te  andoraa  it. 

At  tha  aaaa  tijia,    howavar,  wa  appraclata  tha  opportunity 
to  appear   bafore   your   Cdmlttaa   in  the  Batter,    and  we  do  want  to 
ba  aa  conatructiva  and  helpful  aa  poaalble  under  the  circumatancea. 
Therefore,   we  would  like   to  enuDerate   aonia  of  tha  criticiaiii  we 
have  of  8.    1710,    for  whatever  value  thia  Bight  have   in  detemining 
E  S.    1710  can  ba  appropriately  amended  ao  aa  to  garner  tha 
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suppoEt  Of  aooe  of  ua  who,    ayi^^thatlc  as  wa  ara  with  Sanator 
Brocdca'a  concarn  ovar  tha  conaaquancaa  of  Inaaranea  coapany  inaol- 
vanclaa,   do  not  faaL  that  fedaral  chartaring  of  inauranea  coapanlaa 
in  the  manner  propoaed  by  tha  bill    ia  tha  way  to  aaat  tha  pcobln. 

Flrati    tha  ar^unient  wa  have  already  alluded  to:    ineuranca 
1>  an  industry — and  one  of  the   laat,  wa  alght  aay — which  haa  hars- 
tofora,   with  tha  blasaing  of  tha  Congraaa,   aanaciad  to  aluda   federal 
regulation.     If  guarantaaa  againat  tha   inaolvenciaa  of  inauranea 
caaqpaniaa  are  naadadi    thay  ahould  be  awarded  under  the  hand  of  the 
atstea,    not  tha    federal  go\FernBent.      There    ia   a^ila  evidence   that 
aubatantial  prograaa   ia  baincg  Made  toward  thia  and,    in  that,   aa 
the  teatiaony  of  tha  National  Aaaociation  of  inauranea  Co^aiaaionare 
ha*  >Q  clearly  ahown.    tha   nuabar  of  operative   atate  guaranty  fund* 
is   inpieaaiva  and  growing.      At   the   aaaa   tiae,    aa  Senator  Brooks 
himself  said  in  introducing  S,    1710  in  June,   the  outlook  froai  a 
financial  aolvency  viewpoint  haa  is^iroved  since  the  dark  daya  of 
a  potential  OEICO  Insolvency  a  year  before.      (It  auat-  be   i iiaaaliai ml. 
too,   that  while  the  idea   for  tha  original  fedaral  chartering  pro- 
posal grew  out  of  concarn  in  the  <ziCO  mitter,    that  suae  potsntial 
financial  disaster  was  averted,   not  by  any  federal  action  or  device, 
but  by  the  ingenuity  of  the  vary  atata  rsgulation  that  S.   1710  aeeka 
in  BO  many  ways   to  supplant) . 

Second,    and  aore  pertinent  froa  the  BU,U  point  of  view, 
we  undecstand  that  nothing  In  S.    ITIO  is   intended  to  affsct  tha 
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quallficatloo,    llcansing  or  gaiuEal  BctivLtiaa  of  Inauranca  aganta. 
Stat*  [agulatlon  of  tbaaa  (Bceta  of  tha  bualnaaa  ia  to  b*  latt  in 
pl«c«.      If  ao,   cactain  aapacta  of  tha  bill  ahould  ba  nada  claar  in 
tbia  lagaid.      Foe  ananpla,    Sactlon  101(b)(7)   would  gin   tha   Federal 
Insuxanca  Comiaaion  tha  power  "to  laquira  intoEBation  and  rapoita 


fxoa  all  fadaxally  guacaotaad  ina 

or  charter,   >hji  f  imnaaera  and  aganta' 

and  aganta" ,    in  the    lexicon  of  th 


or  applicanta  foi  a  guaranty 
(eaphaala  added) .  "Managera 
lance  bualnaaa,  ara  actually 
whereaa  in  the  noce  usual 
a  rapraaantativei  ganeially, 
inguaga   in  tha  Daflnitiona 


tha  field  aalea  people  NALU  lapraaanta. 
Legal  uaaga  the  taraa  rafai  to  corporat 
Pethapa  the  incluaion  of  clarifyinc 
■action  of  the  bill  would  ba  a^ropriata  to  clarify  thii  point,  if 
in  fact  field  aalea  paopl*  ara  not  to  be  generally  affected  by  tha 
bill.  Siailar  clarification  ahould  alao  ba  Duida  in  Section  108  of 
the  bill,  which  givea  tha  Coaaiaaion  suparvlaory  authority  over  the 
'aganta*  of  federally  guaranteed  inaurara.  If  aganta  are  indeed 
to  b*  broadly  affected  by  8.  1710,  than  we  would  alao  oppose  the 
bill  on  that  ground. 

Thirdly,    and  avan  aora  diaturblng.    La   the   section  of 
the  bill— Section  101(b)  (10)—giving   the  Conmiaaion  the   power  to 
prescribe   'auch   rules  and  ragulatlona  as    it  may  deem  necessary  to 
caccy  out   the  proviaiona  of   this  ftct. "      Thia   la  a  power  which,    in 
our  opinion,   would  almost  as  a  guaranteed  certainty  be  the   aubject 
of  bitter  dispute  sa   time  went  on.     He   asy  thia      because,    on  the 
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on*  hand,  S.   1710  is  auppoaad  to  aat  up  a  cooparatlva  dual  ragaXa- 
tory  vaDtura  batMaan  atata  and  fadaral  govarnMenta  undar  whicb 
larga  parta  of  tha  Indoatry  ara  to  ba  laft  unaffactad  undar  tba 
naw  achama  of  thlngat   yat  at  tha  aaina  tiaa  tba  Fadaral  Inauranca 
Conniaaion  la  to  be  chaigad  with  doing  all  that  it  can  to  aaaaaa 
tha  aolvancy  and  managarial  quality  of  Inauiara,    to  pcavant  inaol- 
vanciaa,    and  to  rehabilitate  ailing  inaurara.      In  trying  to  do  thla, 
tha  Coaaolaaion  Easily  could  not  do   Its  job  propaily  unleaa   Lt  ware  to 
infringe   on  alnoat  all  of  the   territory  now  within  tha  regulatory 
doaain  of  tha   atatea,    certainly  with  leapact  not  Only  to   fadacally 
chartered  Inaurera,    bat  federally  guaranteed  inaurara  aa  well,   not 
to  aention   applicant- inaurera   fOr  one  or  the  other  category.      Onca 
again,    thla  regulatory  power    la  one  which  would  have  to  b*  clrcua- 
acrlbad  vary,    very  carefully,    and  one  could  aarioualy  quaatlon 
whether  auch  a  legialative  drafting  job  could  be  aatia factor lly 
Bccoopl lahed . 

Fourth,    Eection  202(e}  <B)--pBge   S3— of  the   bill 
providea  that,  with  the  approval  of  the  Fadaral  Inauranca  Coamiaaion, 
federally  chartered  inaurera  ahall  have  tha  power  'to  conduct  any 
other  buaineaa  which   la  coaplaMantary  or   incidental  to  tha  inaur- 
anca  buaineaa  or  the  functlona  perfomed  therein.* 

Mo  one  knowa  batter  than  the  aeabara  of  your  CoMiittaai 
Mr.  Chairman,   the  unfortunate  conaequencea  that  can  flow  frca  thla 
kind  of  broadly  panalaaive   legialative   languagei   ■launderatanding. 
MlalnteTpretstion.    overreaching,    and  litigation,    to  nssie   juat  aone. 
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Urn  hav*  only  to  recall  tha  trouble  that  haa  baaa  eauaad  by  tha 
parmiaaion  givan  to  bank  holding  ccnpaniaB  by  Saction  4(c) (8]    of 
tba  Bank  Holding  Ccapany  Act  or  1956,   aa  aaandad  Ln  1970,    for  than 
to  antac  into  bualnasaaa  ao  cLoaaly  lalatad  to  banking  or  managing 
oi  controlling  banka  'sa  to  ba  a  pcopac   incidant  thacato*.     Bndlaaa 
argnaaDta  sight  ba  — indaad  hava  baan — advancad  why  banka  ahould  not 
hava  antarad  aany  of  tha  othai  buainaaaaa  thay  ara  noH  in  by  virtua 
of  thla   languaga.     Be  that  aa  it  nay.     Tha  point  ia  that   if  inaur- 
anca  coapaniea  are  to  be  permitted  tha  aa»a  entreprenaarial  lati- 
tude,   they  will  no  doubt  ba  at  laaat  aa   innovative  aa  the  banka 
hava  baan  in  diacovaiing,    aa  "incidental",   hitherto  alien  buai- 
naaaaa   (aaybe  avan  banking!)    to  be   "coaplaaentary*'   or   "incidental" 
to   inaurance.      What  we   are   euggeating   here,    aa  we  did  when  the 
1970  aBanteanta   to  tb*  Bank  Holding  Conpany  Act  ware  pending  be- 
fore your  Coaalttee,    ia  that,    if  inaurance  conpaniea  ara  to  ba 
permitted  to  engage  in  other  buainoaaaa,    tha  bill  ahould  ba  amended 
to  include  a  ao-callad  'laundry  liat'  of  permlaaible  activitiaa  to 
prevent  the  problama  which  have  ariaan   in  eonnaetion  with   the  Bank 
Holding  Company  Jnnen^Bente.       [Por  an  elaborate   diacuaaion  of  the 
problema   atenainq   from  the  kind  of  peraieeive  general    legialative 
language    in  queatlon,    aee  Alabaiu  Aaa'n  of  Ina.   Aganta   v.    FED, 
933  F,    2d  224.) 

Fifth,   wa   aee  clear    inroads    into  atate  regulation 
and  state   prerogativea    in  Section    L03(k) — page   23   of  the  bill — 
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n  SactloD  201(b) (2]--on  paga  47.     Tb*  tiitt  mmetioa  would 
txlating  and  conUBplatad  stat*  iiuolvancy'  plana  by  ax- 
empting  fadarally  guaiantaed  inaurara  ficai  paitLcLpation  in  thaa. 
The  concapt  of     a  fadaral  guaranty  fund  la   laudabla  anough,   but 
to  th*  axtant  that  thia  would  aat  up  diract  coi«>atitLon  with  aia- 
ilBC  atata  fund*,   a  coapatition  foi  Laxity,   or  what  haa  baan  callad 
a  "parvaraa  coapatition*  could  laault.    aa  tha  Vtataa  and  tha  fad- 
aral govacnaant  sight  aaak,   by  initially  attractiva  davicaa,    to 
luca   inaurar*  into  ona  oc  tha  othar  ayataa.     Certainly  to  tba  ex- 
tant that   inaucaia  aiight  be  anticad  away   froa  axlatlng  atata  funda, 
thoae  state  (unde  would  auffai  paihapa  taimlnal  daauga. 

The  other  aection — Section  201(b)(2) — would  deal 
an  even  noia  powarfuL  body  blow  tx>  atate  regulation  of  inauraoce, 
providing  aa   it  doaa  that  once  a   federal  charter  has  been  iaaued 
to  an  inaurar,   any  atata  licanaa  the  inaurar  aay  have  would  be 
praeaptad  and  "tha  inaurer  ahall  be  daeaed  to  be  authorited  to 
do  bualneaa   in  any  atate*    (Baphaaia  added,    for   it   is   difficult  to 
conjure  up  a  nore  violent  federal  uaurpation  of  atata  inauranca 
regulatory  authority  than  thia.)      Furtheraora,   ona  would  wonder 
what  thia  proviaion  haa  to  do  with  protecting  policyholdera  againat 
insurance  company   inaolvenciea. 

Our   sixth  point  of  concern  is  with  the  tax  section 
Of  tha  bill.   Section  204(b)~on  page  56.     Although  thia  section 
ia  couched  in  aone  of  the  mora   labryrinthian  legialative  language 
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n,  tm  understand  It  to  Maan  tha  tollovingi   und«r  th* 
tan.    lat  uh   ■uppoaa  Hyoaln?  tana    foreign  ctspanlea   3% 
bat  ITyailng  law  also  aaya  that  If  any  atata  taxea  Myonlng  coDpanleB 
■ora  than  3%,   than  Wyoalng  will  tax  the  coapaniea  of  that  state 
the  saae  awMuit — 4X.    let'a  say.     This   la  the  retaLLatory  tax  law. 
DDder  It.   therefore,    if  Halna  taxes   foreign  companlaa  4X,    than 
Maine  coaipanlea  will  have  to  pay  a  4K  Instead  of  a   3X  tax  In 
Nyoalng.     S.   1710  would  apparently  change  this  by  saying  that 
WyoBing  could  not  tax  a  Maine  coapany  any  more  than  It  would  tax 
the  least  taxed  foreign  coipany.    ragardleae  of  the  state  that  eoa- 
paay  coaaa   tiom.      Thus,   S.    1710  would  aeem  to  result   in  the   federal 
gorernBent  telling  Hyoalng  that,    as   far  as  out-of-stats  conpanies 
are  concerned,  WyoaLng  aast  ssttls   for  the  lowest  tax  rate  in  the 
nation.      (Vhla  conclusion  seeas   Inescapable  in  view  of  the  use  of 
the  word  'any'  in  lines   17  and  21  on  page  56  of  the  bill.) 

Dnless  a  cogent  arguaent  can  be  nade  to  support  the 
preposition  that  state  premium  taxes  have  somehow  caused   insurance 
eo^any   Insolvencies,   wa  would  wonder  why   this    federal   Interfer- 
ence with  state  taxation  of  inauranca  c^napanlea  needa  to  be  in- 
cluded in  S.   1710.     He  would  have  thought  that  the  ability  to  pay 
taxaa  was  a  sign  of  solvency,   not  insolvency. 

Seventh,  and  finally,  with  respect  to  federal  charters 
In  genaial,  wa  would  remind  the  co^ittee  that  such  charters  have 
had  about  them  an  aura  of  the  prestige  of  the  United  Btates,   and 


D,j.,.db,Googlc 


:  tb«  congEeaa  ai^ht  wall  ba  loath  to  authorLaa  tbalr 

>  wholasala   baaia   to  ioauranca   coapanla*   juat  bacauaa  thay 

:ain  financial  Taquiiaaanta .    particularly  whan  it  Bay  appai 

t  on*  o£  the  Motlvaa  of  aoaa  coapanlaa   in  aaaking  tha 

I  fadaral  charter  Bight  be  to  gain  an  entrea  into  atates  tbaxe- 

totore  closed  to  thea  or  to  aacapa  certain  taxation  and  regulation 

they  might  conaider  to  ba  onaronB. 

Section  201(b) (2)   of  the  bill  providaa  that  upon  tha 

iaanance  of  tha  fedaral  charter  tha  atata  charter  or  other  euthor- 

ity  of  oiganiiation  of  tha    inaurar  ahall  ba   praa>ptad  and  tarai- 

natad.      Tbe   critaria  vhich  the    inaurar  miaC  neat  under  S.    1710 

to  Obtain  the   fadaral  charter  are  priaarlly  financial  and  aana- 

garial,    and  no  Inaurer  meeting  tbase  critaria,    profit  or  nonprofit 

— except  one  iaauing  Baaeaaaent  inauiance — would  be  precluded  froa 

obtaining  a  federal  charter. 

If  there   ia  to  be  a  ayaten  of  fedei 

it  ahould  ba  aaaantially  open  to  all, 

in  the  Baking  here,    between  the  Federal  Insui 

Buing   federal  chartara  on  an  even-handed  bai 

meeting  the  criteria   laid  down  by  tha  CoiBi 

of  Congraaa  concerning  proper  subjecta   for 

eral  charters.     The  potential  conflict  occi 

otherwise  qualified  under  3.   1710  for   fodei 

profit  orsanisationa — the  90  or  acre  oembe: 


>  conflict 


ind  the  intent 
of  fad- 
ny  insurer a. 


locietlea  of  the 
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national  Fraternal  Congreaa  of  Anerica,    for  sxampla.     Theaa  aocl- 
•tlaa   operata  on  a   legal   reaaive   baslB  and  nake   an  undiaputadly 
Wluabl*  contribution  not  only  to  th*   social  welfare  but  alao  to 
tha  econonic   sacurlty  of  the  Country.      Under  S.    L710,    the  CoMalsslon 
would — and  ahould — recognize   non-profit   inaurara  aa  being  entitled  to 
federal  charters;   yet  these  sans    insurers  would  no  doubt  be  refused 
B   federal  charter  were  they  to  make  direct  application  to  the  Con- 
gress therefor.      See  Joint  Agraament  of  Senate  Subc<MDilttee  on 
Federal  Charters,    Holidays   and  Celebrations  and  SubcoDDittee  Ha.    4. 
House  CovBlttee  on  the  Judiciary,    Slst  Cong.,    let  Sasa.,    Standards 
for  the  Granting  of  Federal  Chaitecs  to  Nonprofit  Corporations 
(Com.   Print  1969),  wherein  one  Standard  adopted  to  datermlne  it 
a   charter   ahould  be   iaaued   is  whether   the  petitioning  orqaniaation 
ii   -of  such  unique  charactar  that  chartering  by  the  Congress  as  a 
Federal  corporation   is  ths  only  appropriate  form  of  incorporation*, 
and  another  la  whether  the  organliation  is  to  be  operated  to  aaet 
a  need  which   "cannot  be  oat  except  upon  the    issuance   of  a   Federal 

Thus,  in  Issuing  fsdsral  charters  to  qualified  nonprofit 
insurers,  as  it  would  be  called  upon  to  do  by  the  terms  of  S.  1710. 
the  Federal  Insurance  Coonission  would  always  Heem  to  be  in  contra- 
vention of  ths  Standards  adoptsd  an  behalf  of  the  Congress  in  the 
joint  agreement  quoted  above  because,  quite  obviausly,  no  insurance 
coapany,    profit  oi   nonprofit.    Could  satisfy   these   standards. 

As   indicated  earlier,    Hr.  Chairman,  we  coiqiletely 
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■ndorse  the  major  goal  of  the  proponenta  of  S.   1710,  which  !■  to 
protect  pollcyholdara  against  the  great  Loaaas  they  ataid  to 
suffer  from  inauranee  company  inaolvenclaa .        Aa  you  have  aeen. 
hoiMver,    wa  do  have   certain  raaarvationa  about  the  propoaal,   aoze 
Of  thorn  having  to  do  with  Title  II   (fadaral  chactacing]    than  with 
Title  I    (the  guaranty  program).      Perhape  the  proposal  would  be 
more  acceptable  if  the  federal  chartering  Title  ware  Co  be  taken 

In  any  caaa,  wa  are  grateful  for  the  opportunity  to 
present  our  views,    and  whila  wa   regret  that  we   cannot  endorse 
S,    1710,    wa  appraciata  Senator  Brooka'a  ramarka   in  the  September 
6  iasue  of  the  Washington  ineurance  Sewaletter  to  the  effect  that 
proposals  each  aa  this  often  take  several  years  to  gain  eccepCance 
and  that  he  is  always  willing  to  conaider  proposed     chenges  to 
the  bill.     We  hops  that  soas  of  the  points  in  our  statamant  will 
be  helpful  aa  S.    1710  is  given  additional  in-depth  cons ids cat ion - 
Wa  trust — and  we  feel  sura  the  Senator  would  share  this  sentiment 
— that  the  further  paaaaga  of  time  might  saa  auch  additional  aig- 
nificant  progress  at  the  state  level  that  adoption  of  a  federal 
program  might  even  be  rendered  unnecessary. 


D,j.,.db,Googlc 


Tlie  Cbaomax.  Hunk  you,  Mr.  Douds. 
Mr.  HiestAud. 

STAIEK^n  OF  JEAN  C.  HIESTAHD,  VICE  FBESIDEBT  COUNSEL,  ON 
BEEAIP  OF  STATE  FABH  XHSUBARCE  CO.  OF  BLOOHINaTOH,  ILL 

iSr.  HizsTAND.  Thank  you,  Mr.  Chairman.  I  am  Jean  C.  Hiestand. 

Our  General  Counsel,  Donald  P.  McHugh,  was  to  present  this  state- 
ment, but  he  had  an  unfortunate  accident  on  the  weekend  and  he  asted 
me  to  express  his  appreciation  for  the  opportunity  to  appear  here  and 
his  regret  at  being  unable  to  present  the  statement. 

These  hearings  and  the  report  of  the  Department  of  Justice  have 
focused  attention  on  two  of  the  most  fundamental  issues  inyolving  the 
insurance  industry,  competition  and  solvency. 

Particularly  in  the  area  of  competition,  we  are  hopeful  this  examina- 
tion will  lay  the  groundwork  for  prompt  legislative  reform. 

These  hearings  can  provide  a  most  constructive  impetus  for  ex- 
panded and  more  effective  regulatory  action  in  the  solvency  area. 

In  our  presentation  here,  we  will  address  both  of  these  important 
issues.  First,  we  strongly  support  the  precept  of  S.  1710  that  competi- 
tion is  the  most  efficient  arbiter  of  insurance  prices.  We  endorse  the 
Department  of  Justice  conclusion  that  State  rate  regulation  has  not 
served  the  public  interest.  For  many  years,  we  have  been  urging  that 
the  McCarran  Act  be  amended  so  as  to  apply  the  Federal  antitrust 
laws  to  ratemaking  activities  in  personal  lines  of  insurance,  although 
we  would  achieve  these  results  in  a  fashion  different  from  S.  1710, 
avoiding  the  need  for  any  Federal  regulatory  superstructure. 

Second,  in  the  area  of  solvency,  we  are  not  yet  convinced  that  State 
regulation  is  unequal  to  the  task,  if  the  States  undertake  a  more  effi- 
cient, intensive,  and  innovative  program  of  solvency  regulation.  Most 
particularly,  if  regulators  are  freed  from  the  unnecessary,  burdensome, 
and  sometimes  counterproductive  responsibilities  in  the  area  of  rate 
regulation,  they  can  focus  major  attention  on  the  essential  end  of 
State  regulation — protecting  the  public  from  the  consequences  of  in- 
solvencies. Only  if  accelerated  attention  at  the  State  level  proves  in- 
sufficient should  the  Federal  Government  displace  the  States  in  the 
area  of  solvency  regulation. 

State  Farm  Delieves  the  time  has  come  to  deregulate  the  pricing  of 
personal  lines  of  insurance.  Rate  regulation  is  preventing  insurance 
companies  from  adequately  responding  to  fast  changing  conditions. 
The  rigidity  inherent  in  administrative  regulation  of  rates  has  not  only 
created  the  problems  known  to  all  insurers  as  "the  regulatory  lag,"  but 
has  also  deterred  innovation  in  and  experimentation  with  different 
forms  of  rating  techniques.  Unnecessary  regulation  has  led  to  market 
constrictions  in  some  States  and,  in  certain  instances,  to  severe  finan- 
cial stress  on  companies.  More  particularly,  political  interference  with 
tJie  State  rate  regulatory  process  is  severely  disrupting  the  ability  of 
insurers  to  manage  their  businesses  in  accordance  with  the  legitimate 
needs  of  the  marketplace. 

We  agree  with  the  thoughtful  studies  which  have  repeatedly  con- 
cluded that  rigorous  price  competition — not  rate  regulation — most 
effectively  and  efficiently  promotes  the  public  interest. 
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We  amplify  the  following  points  in  the  ensuing  section  of  our  state- 
ment. First,  structural  conditions  are  appropnate  for  competition. 
Second,  rate  regulation  has  sanctioned  cartel  pricing.  Third,  rate  regu- 
lation is  not  needed  to  prevent  ruinous  pnce  cutting.  Fourth,  rate 
regulation  is  not  needed  to  prevent  excessive  rates.  Fifth,  rigid  rate 
regulation  has  frequently  worked  against  the  consumer  and  restricts 
insurance  markets.  Sixth,  State  experience  shows  that  competition 
works. 

We  then  present  our  proposal  to  amend  the  McCarran  Act  to  de- 
regulate and  apply  the  Federal  antitrust  laws  to  the  pricing  of  auto- 
mobile insurance.  We  first  proposed  t^is  program  10  years  ago.  We 
presented  it  to  the  Antitrust  Monopoly  Subcommittee  in  1969  and  we 
present  it  again  today. 

The  essential  provisions  are  as  follows : 

1.  The  McCarran  Act  should  be  amended  so  as  to  deregulate  insur- 
ance pricing— rates,  rating  plans,  rating  territories,  rating  classifica- 
tions, and  policyholder  dividends— for  the  personal  lines  of  property 
and  casualty  insurance,  including  automobile  insurance  and  homeown- 
ers insurance,  and  for  very  limited,  related  commercial  lines.  Deregula- 
tion would  be  accomplished  by  necessary  preemption  of  State  rating 
laws.  Our  amendment  to  the  McCarran  Act  would  leave  intact  the  au- 
thority for  States  to  regulate  comprehensively  the  business  of  insur- 
ance in  almost  all  respects,  including  regulation  relating  to  solvency, 
licensing  of  companies  and  agents,  the  insurance  contract,  complaints, 
and  unfair  trade  practices. 

2.  Altliough  the  Federal  antitrust  laws  would  be  made  to  apply  to 
rating  activities  for  these  property  and  casualty  lines,  we  woxild  exempt 
joint  collection  of  loss  statistics  and  joint  collection  of  data  relevant 
to  the  identification,  prevention  or  reduction  of  losses. 

3.  The  amendment  would  contain  a  qualification  which  permits 
State  regulation  and  private  joint  action  in  the  establishment  and 
operation  of  residual  market  plans  for  these  lines,  with  attendant 
antitrust  immunity.  Residual  market  plans  would  be  prohibited  from 
charing  rates  which  could  adversely  affect  the  voluntary  market. 

4.  To  assist  in  developing  shopper's  guides  and  otherwise  marking 
rating  information  readily  available  to  consumers.  States  would  be  au- 
thorized to  require  the  filling  of  insurance  price  information  on  these 
coverages  after  insurance  rates  have  been  placed  into  effect. 

This  approach  is  somewhat  different  from  the  approach  suggested 
by  S.  1710.  and  the  Justice  Department  report.  The  major  differences 
are: 

1,  Our  plan  would  have  mandatory  application  to  all  insurance  com- 
panies writing  covered  lines  of  insurance.  We  believe  that  the  public 
cannot  get  the  full  benefit  of  price  competition  if  companies  have  the 
choice  of  either  vigorously  competing  under  the  antitrust  laws  or  re- 
maining under  State  rat«  regulation. 

2,  Only  personal  lines  of  property  and  casualty  insurance  (and  cer- 
tain very  closely  related  commercial  lines)  would  now  be  covered  by 
our  proposal, 

3,  Certain  limited  joint  activities  in  the  gathering  of  statistics  should 
be  specific^ly  allowed. 
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4.  Our  proposal  deals  only  with  insurance  pricing.  It  would  be 
implemented  without  involvement  of  any  Federal  agencies,  other  than 
those  agencies  which  enforce  the  antitrust  laws. 

With  re^rd  to  competition  and  insurer  solvency,  we  believe  rate 
regulation  is  not  essential  to  solvency  and  withdrawal  of  weak  com- 
panies in  a  competitive  system  need  not  harm  the  public. 

We  have  carefully  considered  the  proposals  of  S.  1710  to  establish  a 
Federal  mechanism  for  reimbursement  of  consumer  losses  from  insurer 
insolvency,  the  regulatory  and  supervisory  authority  in  connection 
therewith,  and,  to  a  lesser  extent,  the  prevention  of  insolvencies.  It  is 
our  present  judgment  that  these  problems,  and  the  mechanisms  to  solve 
them,  can  be  handled  at  tlie  State  level — but  only  if  the  States  under- 
take expanded  and  accelerated  efforts  in  this  area.  There  are  tools  at 
hand  for  States  to  improve  their  record.  There  is  a  heavy  burden  of 

Eroof  on  those  who  would  displace  State  regulation  for  solvency.  We 
ave  as  yet  seen  no  convincing  evidence  that  would  satisfy  that  burden. 
We  believe  that  if  insurance  departments  are  freed  from  their 
responsibilities  in  the  rate  ra^latory  area,  they  can  direct  greater 
efforts  to  preventing  insolvencies  and  diminishing  the  public  impact 
of  companies  which  leave  the  marketplace.  They  will  be  better  able  to 
identify  a  troubled  company  before  it  becomes  insolvent  and  either 
assist  it  in  correcting  its  problems  or  help  it  withdraw  from  the  market 
through  merger,  reinsurance  or  orderly  liquidation. 

We  do  share  Senator  Brooke's  concern  about  the  potential  domino 
effect  of  a  large  insolvency.  We  think  the  fact  that  16  States  have  en- 
acted access  to  assets  legislation,  mentioned  by  previous  witnesses  is 
significant — and  we  support  that  legislation  and  we  would  hope  it 
would  be  enacted  in  all  important  States  thereby  alleviating  the  pos- 
sibility of  a  very  serious  domino  effect  should  a  large  insolvency  occur. 
Further,  we  have  presented  to  the  committee,  as  we  presented  to 
the  Antitrust  Monopoly  Subcommittee  in  1969,  our  policyholder 
security  acooimt  proposal,  a  proposal  which  would  give  to  the  insur- 
ance commissioner  the  early  warning  which  he  should  have,  a  concept 
recognized  in  this  bill,  and  it  would  assist  him  in  preserving  good  as- 
sets of  insurance  companies  so  as  to  reduce  the  possibility  that  insol- 
vencies might  occur  and  to  assure  that  whatever  insolvencies  might 
occur  would  have  a  minimum  impact. 

Therefore,  in  summary,  we  iwlieve  that  the  C<Migress  should  move 
to  deregulate  insurance  pricing.  The  need  and  the  public  benefits  are 
clear.  As  to  the  solvency  issue,  we  believe  there  is  not  yet  a  clear 
demonstration  of  need  to  alter  the  present  reliance  on  State  r^ulatory 
officials.  If  States  no  longer  need  to  direct  their  attention  to  rate  regu- 
lation, they  will  be  able  to  be  more  vigilant  and  creative  in  their 
efforts  to  prevent  insolvencies  or  to  reduce  their  impact. 

Insurance  rate  re^ilation  and  insolvency,  although  related  histor- 
ically, are  not  so  intertwined  that  they  must  be  dealt  with  at  the  same 
level  of  government  or  by  the  same  regulatory  body.  Only  if  under  the 
new  configuration,  where  competition  is  allowed  to  set  rates,  State 
regulators  demonstrate  that  they  are  still  unable  to  deal  effectively 
with  insolvencies,  should  Congress  seriously  consider  adopting  an  ap- 
proach to  the  solvency  problem  similar  to  the  OTie  suggested  in  S.  1710. 
Thank  you. 
[Complete  statement  follows,] 
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STATEMENT  ON  BEHALF  07  STATE  fARH  INSCISANCE 
COHPANIES  OF  BLOOMINGTON ,  ILLINOIS  BY 
DONALD  F.  NCHDGH,  VICE  PRESIDENT  AMD  GENERAL  COUHSEL 
BEFORE  THE  O.S.  SENATE  COHHITTEE  ON  BANKING, 
aOOSIHG  AND  ORBAN  AFFAIRS  SEPTEHBER  1*.  1977       » 

My  nun  Is  Donald  P.  HcBugh,  Vic*  Pcasidant 
and  G«n«c«l  Countvl  of  Stat*  Faca  Intutanc*  Conpanitfl. 
AccoBpanyin?  ma  hare  today  is  J«an  C.  Biastandf  Vic« 
Pcaaidant  Counaal  of  State  Faca  Inauranct.     stata  Fata 
is  the  nation's  largest  autonobile  Insurer,    insuring 
fflor*  than  18  nllllon  autonobiles.     Also,   as  the  largest 
writer   of   honeowners  dwelling   insurance,   we   insure   nore 
than  6  Billion  hones.     Vfe  appreciate  this   invitation 
to  express  our  views  on  several  critically  iaportant 
insurance   issues   raised   by  S.    1710. 

1977  has  been  natked  by  two  particularly 
iaportant  developaents   in  the  regulation  of  insurance. 
The  first  was  the  release  in  January  of  the  landaark 
report  by  the  Onited  States  Department  of  Justice 
entitled  'The  Pricing  and  Marketing  of  Insurance.'!/ 
The  second  is  the  introduction  oC  S.   1710   in  June  and 


1/     "The  Pricing  and  Harketing  of  Insurance,"  A  Report 
of  the  O.S.  Departaent  of  Justice  to  the  Task  Group 
on  Antitrust  laaunities,  January,   1977, 
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tlia  d«clsion  of  tbia  CoaMltt««  to  pcobc  in  public 
bcaciogt  th«  important  quaatiens  caiatd  by  tbis  bill. 

niaa*  devslopnents  hav«  focused  attantion  on 
two  o£  tba  aoat  Cundaxental   issuaa  Involving  ttaa 
insucanca  induatry  --  coapetition  and  solvency. 
Farticulacly  in  tba  acea  of  coapetition,  we  are  hopeful 
that  this  exaalaatlon  will  lay  tbe  grouadwoEk  for  proapt 
legislative  ratoca.     Liktwisef   tbtsa  hearings  can  provide 
a  aost  coostcuctive  iapetus  for  expanded  and  noce 
effective  regulatory  action  in  the  solvency  area. 

In  our  presentation  here,  we  will  address  both 
of  these  iaportant  issues.     Firatf  wt  strongly  support 
tbe  precept  of  S.   1710  tbat  coapetition  is  tbe  aost 
efficient  arbiter  of  insurance  prices.      He  endorse  the 
Department  of  Justice  conclusion  tbat  state  rate 
regulation  has   not   served   the  public   interest.      Por 
aany  years,   we  have   been   urging    that   the  McCarran  Act 
be  anended  so  as   to  apply  the  federal  antitrust  laws 
to  rate-aaking  activities  in  personal  lines  of  insurance, 
although  we  would  achieve  these  results  in  a  fashion 
different  froa  S.   1710,   avoiding  tbe  need  for  any  federal 
regulatory  aupet-atructuEe. 
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SscORd,  In  th«  itea  ot   •olvcncyr  ««  arc  not 
yet  convlnosd  tbat  »t»f   regulation  Ic  unoqual  to  th« 
talk.  If  ttaa  atatas  undartaka  a  aora  afiCiciant, 
intanalva,  and  innovativa  pcograa  of  aolvency  cagulation. 
Moat  pactleularly,  If  eagulatoca  ara  fcaad  fcoa  the 
unnacaaaacyt  burdanaoaa,  and  aoaetiaea  eountacpcoductlva 
responalbllittea  in  the  area  of  tate  regulation,  they 
can  focua  najoc  attention  on  the  aaaantlal  and  of  atata 
regulation  —  protecting  the  public  froa  the  conaaquencea 
of  inaolvenciaa.  Only  if  accelerated  attention  at  the 
atata  level  pcovaa  inaufficiant  ahould  the  federal 
govecnaant  diaplace  the  atatea  in  the  area  of  aolvency 
regulation. 

I.   COMPETITIOK 

State  Parn  bellevea  the  tlae  has  eoae  to 
deregulate  the  pricing  of  personal  llnaa  of  insurance. 
Rate  regulation  Is  preventing  insurance  coapaniaa  froa 
adequately  responding  to  fast  changing  conditions. 
The  rigidity  inherent  in  adainistratlva  eeguJ.atlon  of 
ratea  haa  not  only  created  the  probleas  known  to  all 
Inaurera  as  'the  regulatory  lag,'  but  baa  alao  deterred 
Innovation  in  and  experiaentatien  with  different  foeaa 
ot  rating  techniques,     Dnnecessacy  regulation  haa  led 
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to  aarkftt  eonstrletlona  In  loas  statas  and.    In  certain 
InstanosB,   to  s«t«c«  Cinaneial  «tr«ii  on  coapanics. 
More  pactlcularly,  political  intarftrance  with  tha  atata 
rata  Eagulatocy  pcocass  la  aavacaly  dl8iuptln9  tha 
ability  of  InauEara  to  aanag*  theic  buslnaaaaa  In 
accocdanca  with  tha  lagltlaata  n««da  of  tha  aarkatplaea . 

Ha  agcae  with  the  thoughtful  atudlaa  which  hava 
capaatcdly  coneludad  that  rlgotoua  prlca  coapatition  — 
not  cata  ragulation  —  aost  cffactlvaly  and  afflciantly 
pEOBOtaa  tha  public  Intaeaat.  Tha  concluaiona  of 
Ocpactaant  of  Juatio*  atudy  In  particular  baac  quoting 
at  length) 


'Tba  DapBctaant  obiaivad  that 
ovar   tha   paat   tan  yaaca   thara  hava 
bean  a  nuabac  of  atataa  that  hava 
adopted  an   'open  conpatltion'    ayatan 
oC  rata  ragulation  aftar  attaaptlng 
to  adniniatac  a  highly  lagulatad  lyitaa. 
Tha   azpaEiaantatlon  with  coapatlClv* 
centcola   aa   a   subatituta   for   concacted 
cataaaking    la   evidenca   of   tha 
inadaquacias   o£   atata   rate   ragulation. 
Hocaovac,    the  aaerganca  of   Independent 

Sricinc   in  segments  of  the  property 
lability    industcy,   daapita   raatrictlva 
State   laws,   may   be   attributed   to   an 
Industry  structure  that  favors 
coapatition,    to   certain   Inherent 
weaknesses  in  rate  regulation,    to  the 
suceesaful  experlaentation  with 
deregulation  in  a  number  of  atatea, 
and  to  the  continuing  Congcesaienal 
investigation  Into  insucance  industry 
practices. 
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'In  addition,   tba  cvldsnc*  coapilvd 
by  th«  Dcpartasnt  on  th*  effects  of 
rigid   cate  regulation  In  autonobll* 
iniuranc*   indicates    that  such   regulation 
haa   foitacttd  gxeatet  adhatanca   to  bucaaa 
cataa,  dlacoucagad  rata   caductions, 
contElbutad  to  instability  in  insurance 
company  opecations,    established  various 
foEBS  Of   croBs-subsldization  between 
good  and   bad  drivers,    imposed 
unnecessary  taatrictiona  on  the 
collective  aecchandising  and  the  direct 
writing  of   Insurance,    and  aggravated 
the  availability  problem  In  which 
■arginal  or  high   risk  drivers  have 
difficulty  obtaining  coverage  in  the 
open  market  at  the  prevailing  rates. 

'Or  the  other  hand,   the  long-run 
experience  of  ^t  least  one  najer 
insurance  state  under  an  open 
COBpetitlon  systeB,    in  which  the  state 
has   relied  on  narket  forces    to  control 
prices,    suggests   that  unrestElctad 
price   competition  c&fi  provide  an 
effective  substitute    for    rate   regulation 
as  a  Beans  of  achieving   reasonable 
prices  and  Baximun  efficiency    in   the 
sale  and  distribution  of    insurance. 
A  coaparison  of  the  experiance  of  the 
saae  iRsurers  under  certain  open 
competition  and  prior   approval   systems 
suggests   that  competition   Eostera 
independent  pricing,    operating 
stability,    and  flexibility   in  the 

frlclng  structure       The  Eelatlvely 
avorable  performance  Of  the   InsuEanes 
companies  under   the  highly  competitive 
systen  suggests   that   it  provides  a 
more  effective  mechanism  for 
acconplishing   the  basic  insurance  goals 
of  pEoviding   a   reliable   insuEsnce 
mechanism  and  generally  available 
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1.  Stcaetucal  Conditions  Kern   Approprlats 
For  Coapatltlon 

Today,  rallanc*  upon  tha  Intacplcy  of  natural 
•coaoalc  foccaa  In  ■  conpatltlva  aackat  la.  In  oue 
judgaant.  Cully  appcoptiate  to  Inautanca  —  pacticularly 
with  raapact  to  paraonal  Unas  of  fict  and  casualty 
eovatagas  such  aa  automobile  and  bonaownacs  insurance.^ 
In  tbesa  Unas,  tbera  aca  literally  bundreds  of  coapanias 
vigorously  coapating  for  businaas,  sailing  aasantially 
ainilac  products,  with  low  levels  of  concentration 
relative  Co  other  industries,  ease  of  entry,  no 
significant  aconoaies  of  scale  and  no  technological 
or  other  significant  berriars  to  entering  this  business. 
Dndar  traditional  econoaic  criteria,  an  Industry  with 
these  cbaractarlstics  would  be  highly  coapetitiva  and 
would  perfora  with  high  efficiency  at  reasonable  price 
levels  cloaaly  related  to  coats. 

There  is  no  valid  reason,  we  balieva,  not  to 
apply  to  these  lines  of  insurance  the  same  rules  of 


2/     Justice  Oepactaent  Report  at  pp.  v-vll. 

3/  See  Joakow,  'Cartels,  Coapetition  and  Regulation 
Tn  the  Ptoperty-Liablllty  Insurance  Industry,'  The  Bell 
Journal  of  Econoaics  and  Management,  Autuan  1973. 
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our  coBp«tltlv«  aconoay  that  apply  to  other  businciaos. 


Decplto  all  tb«  potential  for  vigorous  price 
ceapttition  in  ttala  Induatry,  hiatorlcally  the  busineai 
had  been  dominated  by  price  eactela.     Although  presently 
the  power  of  price  cartels  has  aoderated,  the  prevailing 
pattern  of  state  rate  regulation  today  fosters  price 
rigidity  and  deters  innovation  and  independence. 

Modern  rate  regulation  atens  fcoa  the  1944 
Supreme  Court  decision  in  Pnited  States  v.  South-eastern 
nndervritets  Association,i/  holding  that  the  antitrust 
laws  apply  to  insurance.     Hith  the  enactsent  of  the 
HcCarran-Ferguson  Act  a  year  later,   the  states  had  the 
opportunity  to  enact  state  regulatory  laws  to  protect 
the  public  interest  and  foster  needed  coapetition. 
Onfoctunatelyi    the  resulting  state  laws,   as  enacted 
or  adninistered,  have  seriously  iapeded  rigorous  price 
conpetition  in  iaportant  insurance  Backets. 

Host  states  adopted  prior  approval  eating  laws 
based  on  the  aodel  bill  of  the  national  Association 


4/     322  U.S.    533    (1944). 
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of  Insur«nc*  CoaatHlonac*.     Ondtc  tti«i«  prior  approval 
laws,   eatoi  piaparad  by  privat*  rata  buraaua  war* 
aubaittad  to  tb»  atata  Inaucanca  coaalaaienac  and  deanad 
affactiva  if  not  diaappcovad.     Haabarabip  In  the  rata 
buraaua  was  voluntary  and  indapandant  pricing  was 
taehnically  pataittad  Lt  approval  was  obtainad.     But, 
in  tba  aacly  yaars  oC  tlia  prior  approval  lawa,    tha 
delaying  tactica  of  tha  buraaus  and  thair  oppoaition 
to  indapandant  filings  and  partial  subscribarship 
curtailad  coapetitiva  pricing.      Some   states   went  aven 
furthar  and  aandated  aembarship  in  rate  bureaus,    required 
rate  uniforalty,  and  discouraged  or  prevented  deviation. 

This  era  was  described  in  a  1961  report  of  tbe 
Senate  Judiciary  Coaaittaai 

'Violation  of   tha   antitrust   laws 
was  the  predicate  for  the  McCarran 
Act.      Nevertheless,    it   la   disturbing 
to   note   that  aora   of   the   Fesouccea 
of  State  regulation  in  the  ensuing 
years  have   bean  directed   to   curbing 
the   forces   of   coapetition   than   to 
Halting   the   excesses   of   combinations. 
The   record  conplled  by   the   subcoaaittee 
is   an   iaprassive   recital   oC   the  nany 
efforts  during  the  years  to  curb 
coapetition,   with   nuch   of    it 
accoapliahad  through  utilisation  of 
State  regulatory  channels.     On  the 
other  hand,    tha  docuaents  obtainad 
by  the  subcoaaittee,  which  were  nada 
a  part  of  the  record,  present  a  bleak 
picture  of  concerted  efforts  on  a 
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nationwide  basis  to  castcaln  coapatitlon 
iffalcti  not  only  want  uncballangad  by 
tlia  Statas  but  viitually  unnoticed.'  =J 

Stata  Parm  as  an  independent  fiilac  of  cataa 
fought  the  donlnanca  of  this  cartel  systaa  In  the 
■arketplace.    In  stata  leglslatuees,    in  regulatory 
proceedings  and  in  testloony  to  the  Congress  over  the 
years.      M  actively  opposed  restrictions  in  the  rating 
laws  inhibiting  coapetltionr  and  at  a  vary  early  date 
vigorously  supported  so-called  coapotitlve  rating  laws  — 
laws  which  would  place  greater  reliance  upon  eoapatitlon. 
One  state,  CaliCornia,  passed  such  a  law  in  1947  and 
the  statas  of  Hissouci  and  Idaho  passed  statutes  which 
were  not  so  restrictive  as  the  so-called  all  Industry 
prior  approval  laws,     ttn fortunately,  however,  at  least 
forty-five  states  enacted  either  tbe  all-industry  prior 
sEVroval  statute  or  laws  which  were  even  aoea 
restrictive.     The  result  was  an  industry  in  which  price 
coapatitiott  waa  discouraged  and  rata  making  by 
combination  continued  to  be  a  way  of  life. 

State  Para  oppoaed  the  anticonpetitiva  rate 
regulatory  cliawte  In  which  the  industry  operated  during 

831,  87th  Congress, 
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tba  20  years  following  the  SEDA  decision.     M  mlcoaed 
the  aOTSBent  toward  state  open  coapetltlon  rating  laws, 
begun  In  tlie  ald-60's  and  cllaazed  by  a  RAIC  study 
reeoaaendlng  'Cair  and  open  coapetitlon  to  produce  and 
Maintain  reasonable  and  coapetitlve  rates.    .    .    .'£/ 

But  tbe  picture  today  is  not  what  It  could  be. 
The  public  has  yet  to  receive  the  full  benefits  of 
coapetitlon  throughout  the  country.     Less  than  half 
the  states  have  rating  laws  which  rely  on  coapetitlve 
pricing  instead  of  governaent  regulation;  even  these 
laws  fall  short  of  providing  the  full  benefit  of 
coapetitlon.     Further  refora  at  the  state  level  seeas 
to  be  at  a  virtual  standstill.     Me  believe  that  only 
through  a  federal  initiative  providing  for  deregulation 
of  insurance  will  the  people  across  tbe  country  receive 
the  full  benefits  of  vigorous  coapetition. 

3.     Rate  Regulation  Is  Not  Needed  to 
Prevent  Ruinom  Price  Cutting 

Historically,   rate  regulation  in  the  property 
and  casualty  field  first  steaaed  froa  e  concern  — 
initially  voiced  in  the  Herritt  Coaaittee  Report  of 

6/     1   Proceedings   of   tbe  NAIC   310    (1969). 
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19112/  —  that  Incurane*  coapanias  could  not  adaquatcly 
prica  ttaair  product  so  as  to  prasac?*  ttaalr  solldlt^r* 
A  Sanata  Co^ittaa  has  quaationad  tha  factual  soppoct 
in  tha  Harritt  Coaaittaa  Kapoit  for  thasa  flndln^ari!/ 
and  othac  aouccas  hava  attrlbutad  tha  ptoblaaa  of  this 
patiod  to  tha  inability  of  insuEsrs  to  control  tha  rata* 
baing  chargad  by  thair  own  agants.l/ 

Hodacn  azpacianca  has  abown  tbat  tha  conditions 
in  today's  sackat  do  not  proaota  cutttacoat  coapatitiont 

~    Today  thaca  is  no  question  that  insatanca 
cospanias  can  control  tha  catas  quotad  by  thaic  own 
agents. 

—    Tha  1961  Saaata  Judieiaey  Rapoct  on  tba 
Inauraaca  Industry  concluded  tbat  "criticisa  of 
destructive  rata  wars  and  ruinous  pricft  coapatitlon 
can  have  little  authority  today  in  approaching  the 
revolutionary  aatkating  davalopaents  which  have  occurred 


7/  New  York,  Investigation  of  Corrupt  Practices  and 
Insurance  Coapanles  Other  Than  Lifei  Asseably  Doc.  30 
(1911). 

8/    Sanata  Judiciary  Report  He.   831,  August  29,   1961. 

'     Handel,  Thi 
,-12    (1939). 
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la  liuac«ne«  in  tbe  lut  f«w  d«cadM."^£/ 

—     Slxt*«ii  yaacs  Iitsr,    in  February  of  tbii 
y»e,   tb«  ■•«  Tock  luucance  Oeparta*nt  concluded  tbat 
ttao  vxpctloiicc  with  op«n  co^ctition  in  that  atat*  had 
left  'no  eTidenee"  of  cutthroat  coapetltloo.     Tbii  cepoit 
coBcludedt 


*.  .  .  co^etitive  pricing  haa  not 
created  deatructlve  price  vers  and 
conaaquent  inaolveociea.     Recant 

ln«ol7encieaf   aa  in  the  paat,  are 
priaarily  attributable  to  aana^erial 
fallings   and   pooi;    underwriting 
axpeEience   and   not   to  pecalatent  rata 
inadequacy,      ttiila  rata  redundancy 
night  keep  a  foundering  and  badly 
nanaged  insurer  afloat  aoaewbat  longer, 
this  ahould  not  be  an  objective  of 
insurance  regulation  .    .    .'''V 


Miile  th«  fear  of  destructive  price  war*  aay  be 
wortlioae  to  aose  coapanles,   it  is  significant  that 
in  aany  areas,  large  national  writers  such  as  State 
Para  experience  their  aoat  vigorous  price  competition 
froa  saall,  well-nanaged  coapanles  operating  in  local 
aarkets. 


10/     Senate  Judiciary  Report  Ko.   a31,   BTth  Congress, 
August  29,    1961. 

11/      "The  Open  Rating  Law   and  Property-Liability 
Insurance  -  An  Evaluation  of  Insurance  Price  Regulation', 
prepared  by  Thonas  A.  Harnett,  Superintendent  of 
Insurance,  state  of  New  Xork  Insurance  Department,   at 
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Rate  ragulation  is  not  asacntlal  to  protect 
tb«  coBsuBct.  Sxparlcnee  in  states  whsrs  coBpotition 
has  b««n  allowed  soae  aeasute  of  Cceedoa  shows  that 
the  Bstkst  works  to  keep  prices  fcoa  going  too  high. 

Sigaieicantly#  the  February,  1977  report  of 
the  New  York  Insurance  Oepartaeot  concludes  that  prior 
approval  rates  would  have  been  higher  than  the  rates 
achieved  by  cospetitioni 


*.  .  .  coRpetltlve  pricing!  by  spurring 
eonpanies  to  independently  price  their 
products,  bas  effectively  destroyed 
the  cartel ized  type  of  prlca  setting 
systen  that  flourished  under  the  old 
prior  approval  systest 

"...  if  such  independence  in  pricing 
bad  not  taken  place,  ^tlcai  would 
probably  be  bi9ber  than  they  are  today 
because  bureau-recooimended  rates  are 
set  at  levels  that  protect  even  the 
least  efficient,  high  cost  coapany. 
Independence  in  pricing,  thus  tends 
to  pcovide  strong  incentives  to  control 
losses  and  expenses.*  '■±/ 


Siailarly,  the  Illinois  Insurance  Oepartaent 
has  recently  concluded  that  under  Illinois'  coRpetitive 
rating  systeai 


12/  Id.  at  p.  87. 
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"...   Illinois  autcMoblla  Inaucanc* 
cites  do,    in  gcnccal,   compac*   favocably 
with  ratal  In  othsc  statas  of  almilac 
slza.     Laft  to  thalc  own  inltiativa, 
coBpanlM  oparating  In  Illinois  havo, 
on  tlia  whole,  soundly  apnliad  ttasic 
cata  stcuetucos   .    .    .*^s/ 


Th«s«  findings  ara  coniistant  with  tha  Justice 
Dapactaant  datacaination  that; 


'.    .    .   untestcicted  pcica  coapatition 
can  pcovlda  an  atfectiva  substitute 
tot  rate  legulation  as  a  aeans  of 
achieving  caaaonable  pcices  and  a 
■azlauB  efficiency  in  tha  Sfl4  and 
dlstclbution  of  insurance. "-^Zr 


As  we  have  noted,   rate  regulation  is  not 
essential  to  protect  tha  consunar.     Indeed,    ironically, 
rigid  rate  regulation  has  frequently  worked  against 
the  eonsuaer. 

In  the  public  Interest,    insurance  companies 
Bust  respond  pronptly  to  higher  costs  by  ralaing  ratea, 
and  equally  proaptly  to  lower  costs  by  lowering  rates. 


'  Illinois,  Department  of  Insurance,  Hay,   1977,    at 
p.  6. 

14/    Justice  Departnant  Report  at  p.  vii. 
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Th«  duration  oC  Iniuruics  contracti  naturally  Inhibits 
■otion  in  eithai  diractlon.     But  tba  tiaa  involved  In 
rata  Ecgulatlon  alowc  tba  peocaac  evao  aoraf  with  advaraa 
afCacta  upon  tha  induatcy  and  tha  pnblle. 

Id  parloda  wban  loaaaa  aca  incceaaing  sharply, 
coapaniaa  auat  b«  pvraittad  to  adjuat  tbaic  pticaa  to 
aecuc*  naadad  ravanuaa.     Prlciag  in  today's  inflationary 
diaat*  poaaa  parbapa  the  Boat  difficult  problaa  facing 
insutanca  aanaganant.     Mian  thaaa  difticultlas  ara 
conpounded  by  tba. naed  to  acconnodata  to  political  and 
regulatory  preaaucas,  aanageaent's  prerogatlvea  for 
control  over  pricing  ace  often  effectively  nullified. 

ifithout  the  opportunity  for  adequate  revenues 
insurance  coapanisa  face  sscieus  econonlc  consequences, 
and  tba  public  is  sdvscsely  affected  by  the  abacply 
curtailed  availability  oC  insurance.     In  co^Mnting 
upon  the  bighly  unprofitable  years  1974-1976  —  the 
worst  period  in  tha  history  of  the  property  and  casualty 
businaaa  —  the  Hew  Xork  Inauranca  Department  in  ita 
rabtusry  report  has  ststedt 


'The  inability  of  insurers  writing 
autoaobila  coverages  to  adjust  thsir 
rates  during  ths  past  three  years  of 
rapidly  rising  losses  and  declining 
profitability  baa  been  the  prine  cause 
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of  r«stctct«d  Mckcts.'^V 

In  layB«n'B  taru,  'restricted  aackcts"  Bains  the  wocat 
of  all  poialbla  trarldst  peopla  naading  insaranca  have 
gcaat  difficulty  obtaining  It  in  the  voluntary  aackat. 

6.     state  Szperlance  Shews  that  Coa- 
patltlon  Horka 

State  exparlance  with  eating  laws  which  rely 
on  coapetltlon  clearly  deaonstcatas  the  pablic  benefit 
of  pclce  ooapatltion.     The  findings  of  the  Justice 
Oepactanet  are  by  no  aeana  unique.     Recent  studies  by 
three  of  the  largest  and  aost  professional  of  the  state 
regulatory  bediea  —  New  York,  California  and  Illinois  — 
have  cone  to  slailar  conclusions. '-l/ 

Presently,  Illinois  faes  no  rating  law  applicable 
to  property  and  casualty  lines,  other  than  workers' 
conpansation  insucaneer   the  public  there  is  greatly 


15/    Hew  York  report,  February,  1977,   at  p.   87. 

16/      'Coapatition  Under   the  California  Rating   Law  and 
Its  Bffect  on  Private  Passenger  Autonoblle  and  Soaeowners 
Insurance'   prepared  by   Lynn  0.   Borchert,   Dapartaent 
of  Insurance,  State  of  California,  July  IS,   1974)   Report 
of  the  New  York  Insurance  Dapartaent  to  the  Governor 
and  state  Legislature,   "Cartels  v.   Coapetition:     A 
Critique  of   Insurance  Price   Regulation"    (1975)t    "Illinois 
Autoaobile  Insurance  Rate  Study,"  State  of  Illinois, 
Dapartaent  of   Insurance,    Hay,    1977.. 
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b«a«eiting  £roa  pcic*  coapctltloa  unaneuabcrcd  by  any 
■tat*  Eating  law.  Tbia  baa  baan  conflrMad  by  tb*  1977 
capoEt  of  (be  Illlnola  Xnaucance  DapaEtaaqt,^!/  wbicb 
eoneludea  t 


'In  llgbt  oC  tba  data  gatbacad 
in  tbia  atudy  and  aupported  by  tba 
eindinga  of  tba  otbasa  cltad,  parbaps 
tba  Boat  significant  conclusion  or* 
can  dEBw  is  tbat  coapaticlon  ia  a  good 
and  vlabla  aaEkat  focca.     Tb*  pEice 
vaEiancas  docuaanted  In  tba  Tables 
ccEtalnly   illustcate  tbat  tb*  lasgaE 
coopanlas   ace   competing   on   a  nationwld* 
baaii.     FuEtbar,   competition  a>ong 
InauEacs  In  thla  Stat*  do*s,    foE  tba 
«ost  paEt,  asiat  and  tlllnols  autonobila 
Insucanca   cat*s   do.    In  gansral,   coapaEa 
favotably  wltb   eatas    in  otbeE   atatas 
of  aisilaE  aiza.     Laft  to  tbalr  own 
initiatlvar  coapanics  operating  in 
Zlllnoia  bava,   on  tb*  wbol*,  aoundly 
applied  ttaalE  tata  structuEes  since 
August  1971.    .    .    .'^S/ 


'  Illinois,  DepaEtaent  of  Inaucanee,  Hay,   1977,   at 


*Tbe  effect  on  inauEaoce  «T«llabilitr 
baa  been  favoEabla  froa  tba  public's 
point  of  view.     Tb*  low  population 
of  CUE  •ssiga*d  clsk  plan  foe  autoaobil* 
iaaoEaac*  daaonstcatas  tblsi 

'As  far  as  one  can  tall,   tb*E*  bas 
been  a  seaaonabl*  diapaEston  of  pEiea 
of  peESOnal  linas  of  insuEanca 
covaEagaai 

'TbaEe   appeaEB   to  have   been  a   divcEaa 
tiaing  of  pEice  changes  evidencing 


DigiLizedbyGoOglc 


Stailatly,  tli*  Saw  York  D*pactm«iit  found  tn 
Ita  1977  ctpocti 


eoatlnuwd  to  dtaonstcatt  that  rtllane* 
on   the   forces   of  the  Marketplace   can 
provide  iti  orderly  insurjince  market 
at  prices  which   art   reasonable   In 
ralation   to  other   goods  and   services 
and  at  profits  which  ar«  not  exeessl7« 
in  relation  to  both  equity  and  risk. 
The  Department  believes  that  a  total 
return   to  prior   approval  would  be 
retrogressive,    li^talEing  the  efficiency 
of  the  Department  and  stifling  the 
oarkctplace.      Further,    the  public 
Interest  would  best  be  served  by 
returning  the  autonkoblle  lines  to  open 
competitive  rate  regulation.' 

Mk  believe  tbat  an  analysis  of  the  industry's 
experience  clearly  deaonstrates  that  in  good  times  and 


IFootnote  continuedi 

Independence  of  pricing.    Innovation, 

ezperlaentation  and  risk  taking; 

*Thet«  appear*  to  have  been  an  increase 
la  the  nuaber  of  uninsured*  in  tb* 
Zllinole  autoaebile  aarket,  presuoably 
due  to  afordability   [sic]    probleas) 

"Most  insurers  appear  to  have  adapted 
well  to  thenew  legal  cllinate  and  to 
like  it I   and 

"Ho  noticeable  diminution  of  aarket 
■hare  of  saall  coapaniea  has  occurred.' 
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bad/   rats  rsgulation  has  iiiposad  pclca  rigiditlaa  to 
th*  datclaant  of  both  th*  consuaac  and  tta«  inaucat. 
Thoughtful  itudiaa  damnstcata  that  tha  public  ia  baat 
latvad  by  calylng  upon  eoivatition,   rathac  than 
tagulatlon,   in  tba  pricing  of  pacaonal  linai  of 
inaucanca. 

Thasa  studiaa*  togathac  with  tha  Juatlca 
Oapactaant  raport,  dasonsttata  conclualvalyi  wa  baliavai 
tha  gcaat  banafiits  to  tha  inauranca  conauaar  flowing 
Croa  co^atition  in  tha  pcicing  of  inantanea.     To 
■axiaixa  thosa  banafits  of  coapatition,  wa  support  an 
aaandaant  to  tha  McCaccan  Act  to  daragulata  inauranca 
rata  aaking,  making  it  aubjact  only  to  tba  praaautaa 
of  tha  aackatplaca  and  tha  atricturaa  of  tha  fiadacal 
antitrust  laws. 

7.     Stata  Fara'a  McCarran  Act  Proposal 

Although  wa  hava  long  workad  for  ao-callad  opan 
coapatition  stata  rating  laws  and  eontinua  to  do  so, 
by  tha  lata  1960'a  wa  bad  bac<»a  convincad  that  in  aost 
statas  coapotitiva  eating  laws  would  not  ba  anactad 
or  adainistared  to  aaxialza  tba  banaflta  of  rigorous 
coapatition.     In  1967,  Stata  Fara  first  publicly  callad 
for  tba  conaidatation  of  an  aaandaant  to  tha  KcCarran 
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Act  to  d«rigulat«  and  apply  th«  federal  antitcuat  laws 
to  tba  pricing  of  autoaobilt  inauranca.^i^  This  position 
of  Stat*  Para  waa  again  axpcassad  in  taatiaony  bafoc* 
tha  Ssnata  Antitcuat  Monopoly  Subcoonittaa  in  1969. 
Ha  now  baliava  tbat  tht  considacationa  which  lad  us. 
In  1967,  to  propose  an  aaandaant  to  the  McCarran  Act 
covering  autoaoblla  insurance  are  equally  applicable 
to  all  personal  lines  of  property  and  casualty  insurance. 

Ratlier  tban  the  approach  taken  by  8.  1710  and 
tha  approach  auggasted  by  the  Justice  Oepartaent,  in 
acbieTiag  these  kindred  objectlvea  we  propose  the 
fallowing  t 

1.  The  McCarcan  Act  abould  be  aaended 
so  as  to  deregulate  insurance  pricing  —  ratasi 
rating  plans,  rating  territories,  rating 
elaaalfieations  and  policyholder  dividenda  — 
for  tha  personal  lines  of  property  and  casualty 
inaurance.  including  autonobila  insurance  and 
bOHeownecs  insurance,  and  for  vary  limited, 
related  coaaerclal  lines.  Deregulation  would 
be  accoapllahad  by  neceasary  pceeaption  of  state 


19/  Donald  P,  H^ugh,  Address  to  3.  S.  Beubner 
Poundation  of  the  University  of  Pennsylvania  (1967). 
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rating  law*.  Out  aacndaant  to  th«  HcCarran 
Act  would  Icavt  Intact  tha  authocltr  for  stataa 
to  ragulat*  coaprataansivaly  tha  buslnaaa  of 
Inauranea  in  alaoat  all  taapactSf  including 
ragulation  calating  to  aolvancyi  llcanaing  of 
eoapanlaa  and  aganta,  tha  insuranca  contract, 
coaplalnta  and  unfaic  trada  pcacticas. 

Tha  Cadacal  antltruat  lawa  would  ba 
applicabla  to  activitiaa  involving  rata  asking 
In  Uiasa  Unas  of  inauranca.  Tha  anfiotcaaant 
rasponalbllity  undar  tha  antitcuat  lawa  would 
ba  tha  only  fadaral  invelvaaant.  Bssantlally, 
tliia  would  a«an  pcosacution  by  maana  of  crialnal 
or  civil  auita  in  fadaral-  court  againat  insuranca 
coapanias  et  ecganixations  wfaich  act  collusivaly 
to  uacaaaonably  rastraln  intaratata  cooaarca 
in  tha  aala  of  proaprty  and  casualty  insuranca. 
Tbaca  would  ba  no  fadaral  ragulatory  bucaaucracy 
craatad  to  raviaw,  appcova,  or  disapprova  rataa. 

2.  Utbougb  tba  fadaral  antltruat  lawa 
would  ba  aada  to  apply  to  rating  aetivitiaa 
for  tbasa  proparty  and  caaualty  Unas,"  wa  would 
axanpt  joint  collaction  of  loss  statlatics  and 
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joint  eollsctlon  of  data  relsvant  to  tba 
identification,  pravantlon  ot  taduction  of 
lossas. 

3.  Tha  aaandBant  would  contain  a 
qualification  wbicta  pacaits  atata  cagulatlon 
and  prlvata  joint  action  in  tha  aatabllahaant 
and  operation  of  raaldual  aackat  plana  foe  thasa 
linaa,  wicb  attendant  antltcust  iBaunlty, 
Baaldual  aacket  plans  would  be  prohibited  froa 
charging  ratea  which  could  adveraaly  affect 

the  voluntary  aarket, 

4,  To  asslat  in  developing  ahoppar'a  guides 
and  otherwise  aaklng  rating  inforaation  readily 
available  to  conaunera,  atatea  would  be 
authorlxed  to  require  the  filing  of  insurance 
price  Infocnatlon  on  theaa  coverages  after 
Insurance  rates  have  been  placed  into  effect. 

This  approach  is  soaewhat  different  fron  the 
approach  auggested  by  8.  1710  and  the  Justice  Oepartnant. 
ne  aajoc  differences  arei 

1.  Our  plan  would  have  mandatory 
application  to  all  inaurance  cenpanies  writing 
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coTcrvd  linsB  of  inaucanc*.   M  baliav*  that 
the  public  cannot  g«t  the  full  bsnaflt  o£   pcica 
ceap«tltlon  it   coapanias  bava  tba  ctaoica  of 
aithat  vigocoudy  eoapatlng  undac  tha  antitcust 
laws  or  CMMining  undoc  atata  rata  ragulation. 

2.  Only  pacaonal  lina*  of  property  and 
casualty  inautanca  (and  certain  vacy  cleaely 
calated  coaoezclal  lines)  would  now  be  covacad 
by  our  propoaal.  At  pcaaant,  tha  greatest 
consuMer  stake  la  in  price  deregulation  in  the 
personal  lines  market  —  the  segment  of  the 
■arket  where  rata  regulation  baa  done  the  moat 
■ischiaC  and  wbert  the  public  is  least  able 
to  protect  itself.   Notwithstanding  the  viawa 
of  the  Justice  Departasnt  contained  in  its 
reportr^^  soae  of  tha  practicaa  necessary  for 
effectively  operating  tha  commercial  lines 
insurance  business  do,  in  our  opinion,  raise 
serious  antitrust  quaations.  Ms  believe  that 
soma  additional  conaideiation  must  ba  given 
to  these  unique  problems  before  a  decision  is 
made  on  the  extent  and  manner  of  price 
deregulation  in  those  lines. 


20/  Justice  Oapartaent  Report,  aee  pp.  1B8-249. 


DigiLizedbyGoOglc 


697 
3.     Cartaia  liait«d  joint  aetivlti«  in 
til*  gatbsKing  ot  atatistici  ataould  b« 
specifically  allowed.     Although  tha  Juatics 
Depactnent  statas  in  its  taport  that  tha 
gatharlng  of  pura  loaa  atatiatics  would  not 
vtolata  tha  antitruat  lawa,'!/  wa  baliava  tha 
iaaua  ia  aa«awbat  cloudad.     Tha  gathering  of 
loaa  atatiatiea  ia  particularly  iapoctant  for 
•aallar  coMpanies.     Even  though  for  our  aajor 
linaa  wa  do  not  use  loaa  data  of  othars  In 
coapiling  our  own  rataa,  son*  coapaaiaa  raly 
upon  joint  loaa  data  In  calculating  thaic  own 
rataa.     A«  long  aa  tha  joint  gathering  of 
atatiatiea  and  joint  tasaatch  ia  kept  to  a 
■inimua,  wa  aaa  little  danger  that  this  activity 
will  advaraely  affect  the  public  intecaat,  and 
an  appropriate  exaaption  ftoa  tha  antitrust 
lawa  should  be  provided. 

4.     Our  proposal  deals  only  with  inaucanca 
pricing.     It  would  ba  iapleaantad  without 


21/    Juatica  Dapartaent  Report,  aaa  pp.   167-87. 
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pricing.     It  would  be  iiipl«Mnt«d  without 
InTOlTSBsnt  Qf  any  fcdscAl  aganclcif  other  than 
thoa*  agendas  which  enforce  the  antitrust  lawa. 

Our  propoaal  would  exploit   the  partnership 
benefits  flowing  froK  our  federal  systen  by  entrusting 
to  each  partner  reaponsibilities  It  is  best  equipped 
to  discharge.     Policing  the  marketplace  to  guarantee 
that  coKpetltlon  works  as   it  la  supposed  to  is  left 
to  the  federal  governaent  with  its  special  expertise 
and  long-established  ezpecience  in  enforcing  the 
antitrust  laws.     On  the  other  hand,   the  states  would 
continue  their  regulation  over  the  policy  contract, 
insurance  coapany  relationships  with  policyholders, 
and  preserving  the  solvency  of  the  Insurance  sechanlsa. 

Attached,   as  Exhibit  1,    is  th*  statutory  language 
to  iapleaent  our  proposal  to  aaend  the  McCarran  Act. 

II.      COMPETITIOM  AMD   IMSORBR  80LVEHCY 

1.     Rate  Begalation  Is  Hot  Essential 
to  Solvency 

Soaetine  during  the  nineteenth  century,   the 
ayth  appears  to  have  grown  in  the  fire  insurance  business 
that  aalntenance  of  'adequate'  rates,   enforced  through 
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privaU  oonccctsa  activltlM  ultiutely  aanctioiMd  by 
fltat*  lawt  w««  ncMSsary  to  pcsvsnt  ruinous  lat* 
eoBpctition  and  consaquant  insurcc   inaolvancy.^1/ 

Recant  bistocy  cavaals  that  auch  a  view  is  no 
longar  valid,   it,   indaad,    it  avar  waa.     niaca  hava, 
of  coucsa,  baan  aany  inaurac   inaolvsncias  during  tti« 
paat  20  yaara.     A  nuabac  oecuccad  in  Illinois,  alaost 
all  of  ttaaa  ducinq  tha  paciod  wfaan  a  piioc  appceval 
law  was  in  affact  —  not  aftar  tba  epan  coapatition 
rating  law  was  anactad,  noc  latat  whan  tbaca  was  no 
eating  law.     In  tba  lata  1960's,   tba  Sanaca  Antitrust 
SubcoBBlttsa  raviawad  tba  Illinois  Insolvaneias  and 
otbacst    It  concludad  that  fraud,   coicuption  or 
mlaoanagaaant  wara  tha  causas,  not  Eata  inadaquacies. 
Inaolvanclas  hava  occurrad  in  Califocnia,   but  thaca 
was  no  indication  that  ttaase  inaalvencies  weca  causad 
by  the  vigorous  coapatition  which  has  existed  there 
since  1947  under  tba  open  coapatition  eating  law.^1'^ 

In  1975,    tha  Maw  York  Dapartaant  raviawad 


22/     Handel,   'Control  of  Coapetitlon  in  Fire  Insurance, ' 
193S,   p.   11. 

23/    See  coaaents  in  New  York  Insurance  Dapartaant  Report 
entitled  'The  Public  Interest  Now  in  Property  and 
Liability  Insurance-    (1969)   at  129. 
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•xp*ei«)e«  nadtt  «  N*w  XOEk  rating  law  which, railed 
aoca  haavily  on  eoBpatltlon  than  bad  ptavioua  lawa  and. 
In  analysing  coapaniaa  iriilch  w«e*  kaTlng  £lnaael«l 
dlf£icultyt  concludadt 

"An  analyals  of  thas«  pcoblaa 
eoBpanlss  fallad  to  Indlcata  that  tht 
eoapttltlva  pricing  law  has  ba«n  tba 
causa  of  bhalr  difficulties.     Although 
aou   of   th«a   found   thenselves  w«ak«n«d 
as  a  raault  of  conpetition,   their 
coapetltlve  difficulties  vara  generally 
of   long   duration  and  nost  had  weaknesses 
which  were  not  at  all  tcaceable  to 
conpetltive  factors   in  New  York  State. 
Their    financial  difficulties  were 
largely  traceable   to   longstanding 
■anagcment  failings,  exacerbated  in 
■any  instances  by  tbe  sharp  decline-.  , 
in  stock  prices   In  1973  and  1974."  ^^ 

As  a  Batter  of  tactf  rate  regulation  has  Increased 
insurance  coapany  difficulties  in  the  sol7eiicy  area. 
As  the  Departnent  of  Justice  Iteport  pointed  outi 

'Ironically,  rigid  rate  regulation, 
rather  than  unbridled  coapetltion, 
appears  to  have  had  an  adverse  effect 
on  the  stability  and  solvency  of 
insurers  because   'It  nakes  rates 
unresponsive   to   changing   narket 
circumstances'    and   thereby  exacerbates 
a  company  a   financial   difficulties.* 

24/     Iteport  of  tbe  Mew  Tork  Insurance  Departaent  to 
the  Governor  and  State  Legislature,   'Cartels  v. 
CoMpetitioat     A  Critique  of  Inaucaaee  Pciee  Begalation,' 
(1975)    It  p.    81. 
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(Qootlog  tb«  19C9  Nw.Xock  Insurancs 
D«pacta«nt  Report.)   ^sf 

Ha  ecctalnly  sa*  no  ttaaon  to  dany  ttia  laauranca- 
buying  public  ttaa  bantflta  at  vigorous  coapatition 
bacauaa  of  an  cxaggacatad  faae  of  ita  iapact  on  Inaucsr 
aolvancy. 

2.  Hittidrawal  of  Mak  Conpanies  in  a 
Coapctitiva  Systaa  Mead  Hot  Harm 
Tha  Public 

.If  pcica  coapatition  inccaaaaa  by  Eaaaon  of 
adoption  of  ouc  pcopoaal,  coapaniaa  will  continua  to 
raticCf   foe  one  reaaon  oi  anottaar,  but  tbaca  ia  no  eaaaon 
to  assuaa  tbat  tha  parccntage  of  out-and-out  failueaSr 
with  raaulting  policyboldar  and  guacanty  fund  lossas 
will  incraaaa.     Tha  ecucial  n««d  is  to  aatablish  a  systaa 
which  will  pcotact  tha  assats  of  coapaniaa  which  do 
not  aaks  it  in  tha  aarkatplaca,   so  tbat  thay  aay  withdcaw 
feoa  tha  fiald  or  aay  b«  guiotly  liquidated  without 
loss  to  thaic  policyholdars  or  significant  cost  to  othsr 
policyholdaca  through  guaranty  fund  assassnants. 

Coapatition  in  tha  inauranca  fiald,  which  began 
in  earnest  during  the  1950 's  and  increased   in  vigor 


2S/     Dapactaent  of  Justice  Report  at  p.   343. 
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ducing  tha  ISCO'a,  has  ctsultad  In  tb«  •llainafclon  of 
a  lacg*  numbat  of  iasuttrs.     Bewcvar,    tliaaa  insurscs 
hava  withdrawn  quiatly,  with  littla  oc  no  faafara  and 
with  practically  no  iapact  on  ttaa  vigor  of  coapatition 
aaong  coapaniaa  camalnlng   in  tha  ftald.     Although  th« 
AntitEuat  and  Monopoly  Subcouittaa  of  tha  Sanata 
Judiciary  Coaaittaa  publiciiad  figuras  showing  that 
110  insuranca  c<»pany  insolvancias  had  occucrad  during 
tha  pariod  froa  1958  to  1967  —  and  thora  was  adaittadly 
censidarabla  hardship  b«causa  of  thasa  Insolvsnciss  — 
Hors  coapaniaa  laft  tha  fiald  for  othar  raasens  daring 
that  saa*  psriod.     Many  eoapaniss  withdraw  froa  tha 
■ackat  baeausa  thay  just  couldn't  cut  it.     Tha  aditora 
of  Bast's  Insuranca  Raports,   in  ■id-1964,  diseussad 
tha  undarwriting  problaas  of  tha  industry  and  bad  this 
obsacrationi 


*Tha  aariousnass  of  tba  datarioration 
in  undarwriting  results  in  tha  Dnitad 
Statas  is  undarlinad  by  the  decisions 
of  such  worldwide  undarwritars  as  the 
Norwich  Union,  Scottish  Onion  and 
Yorkshire   groups   to  withdraw   their 
long-established  Onltad  Statas  branches 
and  the  decision  of  tha  venerable 
Springfield  group  to  reinsure  tha  bulk 
of  its  pcopecty  and  liability  insurance 
busineas."   'i' 


26/     Best's  Insurance  Reports,  Fire  and  Casualty,   1963, 
Alfred  H.  Bast  Company,   Inc.,  p.    is. 
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Th«f«  and  ottacr  wltbdcawala  fcon  th*  pcop«rty 
and  liability  insucanca  buainass  eecutcad  without 
polici^oldat  bacdsbip.     Bast's  19fi7  Rapocts  listed  a 
total  of  678  eoMpanias  taticing  froa  tba  businass  during 
tb*  10-yaar  patiod  1958  tbceugb  1967.     Tbasa  coapanias 
caticad  tbcougb  nargacSf  consolidations (  withdrawals 
and  both  oedtrly  and  forcad  liquidations]  howavar,  only 
110  waca  insolvaneias  invol7ing  loss  to  tba  consuaai. 
Siailacly,   tba  10-yaac  paciod  19«8  tbrougb  1977  witnaaaad 
438  insucar  catlraaanta,  of  which  batwaan  80  and  90 
IbTOlvad  loss  to  insuiada,  claimants  and  guaranty  funds. 

Attaapting  to  li»it  tba  nunbac  of  Insuranco 
coapany  insolvaneias  iS(  of  courss,   a  lagitinate 
govacnaantal  policy.     The  public  ii^act  of  insucanca 
coapany  insolvaneias  doas  aaka  insutanca  dlffacant  froa 
aaay  othac  businassas.     Dnlika  aost  othar  businassas, 
wban  an  insucanca  coapany  becoaas   insolvant.  aany  of 
its   custoaars   aca   laft  without  dallvaiy  of   th«  satvica 
ttaay  had  purchasad  —  a  pcoaisa  to  pay  futuca  elaia*. 

Bowavac,  wa  ata  convincad  that  this  lagitiaata 
govacnaant  concecn  naad  not  ba  pursuad  at  the  expansa 
of  vigoEOus  price   coapatitlon.      The  Departaant   of  Justice 
conclusion  on  this  score  puts  solvency  cagulation  In 
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'Tht  discussion  abova  Indlcatas 
our  b«li«£  that  bh*  tcansition  to  « 
highly  competitive  marketplace  may 
cequice  a  shift  in  policy  fcom 
peeaerTinq  at  all  costs  the  viability 
of  each  individual  insurer  to  the  swift 
detection  and  removal  of  a  failing 
company  from  the  marketplace,  and  the 
meeting  of  its  cesponstbilities  by 
absocption  of  its  business  by  the 
industry  at  large  (e.c[..  through  aergsc 
or  policy  transfersT  or  by  a  last  resort 
guaranty  fund.  After  all,  the  Important 
consideration  from  the  public's 
standpoint  ia  not  the  preservation 
of  any  one  company,  but  rather  the 
preservation  o£  a  reliable  Insurance 
mechanism.'  ^1/ 


111,      SOLVESCY  RBGnLATIOM 

He  commend  Senator  Brooke  for  presenting  a  novel 
and  provocative  approach  to  insurance  regulation;  we 
are  hopeful  that  this  Committee  will  provide  a  continuing 
opportunity  to  discuss  the  crucial  problem  of  regulating 
for  insurer  solvency. 

State  Para,  of  course,  has  an  overriding  concern 
with  solvency  matters  because  of  the  impact  of  insurer 
insolvency  on  the  public  and  particularly  on  our 
policyholders.  Through  the  poat- insolvency  guaranty 


27/  Justice  Department  Report^  see  pp.  3S4-S5. 
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fund  aflsasaaant  ayatan,  Stata  Faca  haa  paid  appcoxlaataly 
912  ■llllon   in  aaaaaaaenta,   Hhich  haa   lad   to  an   Incraaaad 
coat  of  inaurance  to  our  policyholdaca.      Ha  do  not  dany 
th*  public  banafita  of  tbia  aystaa  in  lainburalng 
conatuME  loaaaar  but  wa  would  point  out  tbat  it  ia 
antico^atitiva  in  natur«(    inaaaucb  aa  it  eequicaa 
inauranca  conpanioa  to  pay  tba  claiaa  o£  thair   inaolvent 
conpatitora.     niia  anticoapatitiva  iapact  can  ba 
ainiaiaad  by  liaiting  the  naad  to  dcaw  on  guacanty  funda. 
Tharafora,    tha  iapoctant  queation  ia  whethac  a  ayataa 
can  ba   deviaad   to  ainiaisa   tha  nuabac   of   insolvenciea, 
and  than  to  ptovida  for  an  ordacly  withdrawal  of 
coBpaniaSf  undac  the  aagta  of  tha  inauiance  departaant 
and  without  nacaasity  for  tba  iapleaanCation  of  the 
poat-inaolvency  guaranty  fund  ayateai  except  in  care 
instaneaa . 

1.      lapcovaaant  of  Stata  Solvency 
Regulation 

Ma  have  carefully  conaidared  the  ptopoaala  of 
8.  1710  to  aatabliah  a  federal  aeehaniaa  foe 
reiabucaaaant  of  conauaec  loasas  froa  Inaucec   inaolvency, 
tha  regulatory  and  auperviaory  authority  in  connection 
thaxawith,   and,   to  a  leaaac  extent/   the  ptavention  of 
inaelvanciaa.     It  is  our  praaant  ]udgaant  tbat  thaaa 
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problMM,  and  th«  ■•efa*nl«Ba  to  selv*  tb*m,  e*n  b* 
handled  at  tta*  atat*  laval  ~  but  only  if  tlia  statas 
undattaka  axpandad  and  aeealaratad  aCforta  In  tbla  araa. 
Thar*  at*  tools  at  hand  Cor  atataa  to  iMpcova  thalr 
cacerd.     Ihara  Is  a  haavy  bacdan  oC  proof  en  thosa  trtio 
would  dlsplaca  atata  ragulatlen  foe  aelvaney.     Ma  h«va 
aa  yat  s««n  no  convincing  avidanc*  that  would  aatlafy 
that  bucdan. 

M  baliav*  that  if  insucanea  dapactiMnts  ac* 
fcaad  froa  thalr  casponaibllitlaa  in  th*  rata  cagulatocy 
•t**,   thay  can  dlcact  gcaatac  aCCocta  to  pr«ventln9 
Insolvanclas  and  dlalniablng  tha  public  Inpact  of 
coapanlaa  which  laava  th*  aarkatplac*.     Tb«y  will  ba 
battar  abla  to  Identify  •  tcoubled  coapany  before  it 
becoaes  insolvent  and  either  aaaist  It  in  correcting 
its  probleas  or  help  It  withdraw  Croa  th*  aarkat  through 
aargar,  reinsurance  or  orderly  liquidation. 

Further,  th*  potential  d^ino  affect  of  th* 
poat-lnsolvency  aaaaasaant  fund  can  b*  substantially 
alleviated  If  all  states  with  a  substantial  nuabec  of 
doaestic  Insurers  enact  Access  to  Assets  legislation, 
which  authorixes  the  use  of  assets  of  th*  coapany  in 
liquidation  by  the  guaranty  fund.     Thla  reduces  the 
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iBBCdiata  ooat  of  ui  inaolvcncy  to  guacanty  fund  auiboca 
•nd  thaic  pollcyboldars  and  aubatantiall;  laaaans  tha 
dangar  of  *  doaioe  raaetloni  tva  ttom  tha  Inaolvancy 
of  a  vacy  laeqa  inaucat.     Althoogb  16  stataa  bava  anaetad 
tbla  laglalatlon,  a«ny  i«portaat  stataa  bava  net  yak 
aetad. 

2.     An  Additional  Tool  ~  Polleyholdar 
Sacucttv  Account 

In  ordac  to  lapcova  tagulatlon  fot  aolvancy 
wa  also  offatad  to  tha  Antltcuat  and  Monopoly 
Subcoaaittaa  In  1969  out  ao-callad  custodial  account 
proposal  —  slnea  canaaad  tha  Folicyboldat  Saeurity 
Account. ^2/    Tba  pcoposal  la  daalgnod  to  aeeo^liah 
two  goalst     first  to  ptovlda  an  aacly  warning  of 
lapanding  difficulty.     Sacond,   to  pcotaet  tba  aaaats 
of  Insucaca  andtbus  aithac  pcasacva  aolvancy  or  at 
laaat  guarantaa  tba  availability  of  a  significant  aaount 
of  aarkatabl*  aacuritlaa  to  pay  clalas  and  raduca  tba 
obligations  of  tba  guaranty  funds*   sbeuld  liquidation 
baeeaa  nacassary. 

Tba  Policyboldar  Saeurity  Account  laglalatlon 


38/     Sxtalblt  ZX,  attacbad,   la  a  daacrlption  of  this 
proposal . 
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wblcta  w*  idrocata  would  r«qatE«  insurcEs  to  'cov«c" 
tboit  polieyholdoE  ^ligations  (raptosontod  by  1obs> 
less  adjustaaat  azpansaa  and  nnaarnad  prMiina  raaaEvas) 
with  assats  aaatlag  tba  dafinltlon  of  "aackatabla 
aacoEltia*.'     Tbaaa  asaata  woold  b«  aa^Eagatad  witli 
a  custodian  (a  bank  wttb  trust  powaEs),   subjact  to 
poE Iodic  raportlng  to  tba  tnsucanea  coatlaalonaE . 
Hbaoavac  tba  Policyboldar  SacuElty  Account  falls  balow 
tba  Eaqnlsad  aaount,   tba  ragulator;  auttaoclty  would 
ba  advistd  and  would  taka  apptoprlata  action  to  rastOEa 
tha  account  ec  to  instltuta  othar  statutOEy  action 
autbocizad  aa  Easpect  coapanlas  in  financial  difficulty. 
Tbis  would  pcovlda  tha  InsuEanca  comlssionaE  with  an 
'aaEly  warning,*  a  noat  valid  concapt  racognlsad  in 
S.    1710. 

Ma  baliav*  that  stataa  should  utlllia  this  davlea 
aa  a  prlaa  alasant  in  an  axpandad  ovatsight  of  selvancy 
problaKBf    Ita  valua  la  daaonatratad  quits  draaatically 
by  tba  axpaclanea  of  tba  Stata  of  Haw  Tork  with  Its 
Ulan  Inaurars'  Trust  Fund  Law.^l/    This  act  baa  b«sn 
on  tba  booka  ainca  tbt  first  dacada  of  tbis  cantuey 
and  is  quit*  aiallar  to  tha  PolicyboldsE  Sacurity  Account 


29/    Raw  XOEk  Insuranea  Law  Saotlona  96  and  99. 
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proposal,  czeopt  that  th*  aiitt*  eovtrlng  llabllltlM 

of  th*  0.8.  branchoa  of  allan  eoapanlos  axa  iaprosaod 
vlth  a  tcaat  tathartban  baiitg  bald  undac  a  bailoc-ballaa 
oc  custodial  attangaaant.     Cacaful  Invastigatlon  covaals 
that  oo  0.8.  braneb  of  an  alian  coapany  with  its  assats 
trustoad  undac  this  act  has  avoc  baeoMa  laaolTtnt. 

Stata  Fan  is  bopafnl  tbat  tb«  states  can  and 
will  laprova  thalr  tagalatoty  procaduras  so  that  tba 
uaa  of  tba  post- Insolvancy  guaranty  fund  ayatait  which 
la  in  plsca  and  handling  saall  insolvanclas 
satisfactoclly,  will  b«  kapt  to  a  ainlaua.     siztaan 
ststas  hava  paaaad  Accass  to  Assata  laws,  and  wa  baliava 
that  tba  othacs  will  do  so  in  short  ordar  so  ss  to  avart 
tba  disastrous  Cdnsaguencas  Of  a  giant  insolvoncy. 
Finally,  wa  trust  that  thaca  has  baan  «ora  than  anougb 
aBbarraasBent  ft^  coapanias  baeoaing  insolvant  with 
virtually  nothing  but  wocthlass  assats  in  thaic 
portfolios  tbat  tba  ststa  Insursnca  eoaalsslonars  will 
racognis*  that  tha  Pollcyholdar  Sacurity  Account  doas 
peoTida  an  all-laportant  "aatly  warning.*     Illinois 
and  Otah  hava  actad,  and  wa  ata  confidant  that  othar 
statas  will  follow  thair  load. 

Tha  sponsor  of  s.   1710  haa  publicly  daclarad 
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that  til*  ptraitnt  bill  itaonld  net  b*  Timed  «s  the 
dvfiinitlTc  ansiMi:  to  this  problaa  and  that  axplocatien 
of  tha  Issn*  «a  pcovldad  by  thaaa  haatlnga  li  naadad 
to  aaapla  infomad  opinion  and  obtain  public  reaction. 
Mill*  this  iapoctant  dlalogaa  contlnnaa,  wa  wonld  hopa 
that  ■ufCleiant  tlaa  ha  afifocdad  ttaa  stataa  to  anaet 
Acctas  to  Aaaats  and  Policyholdac  Saeurlty  Account 
laglalatlon.     Hoc*  iapoctant,   if  tbla  CMHitta*  should 
land  ita  auppoct  to  tha  Con^Eaaslonal  action  wa  havo 
ncgod  in  aaonding  tb*  HeCaccan  Act,  wo  could  ozpact 
quickly  to  aaa  tha  inecaaaad  banaflta  in  tha  aolvancy 
ragulatlon  acaa  which  would  result  fcoa  tha  aliaination 
of  cata  regulation. 

COMCLDSKM 

M  believe  that  the  Congcaas  should  Bove  to 
deregulate  Inaaranca  pcicing.     The  need  and  the  public 
benefits  ace  clear.     Aa  to  the  solvency  laauef  we  believe 
there  ia  not  yet  a  clear  deaonstration  of  need  to  alter 
the  present  reliance  on  state  regulatory  officials. 
If  stataa  no  longer  need  to  direct  their  attention  to 
rate  regulation,    they  will  be  able  to  be  aoca  vigilant 
and  creative  in  their  efforts  to  prevent  insolvencies 
or  to  reduce  their  iapaet. 
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Insaranec  rata  regulation  and  Inaolvancyf 
although  ralatad  hlatocieally,  at*  not  so  intactwlnad 
that  thay  auat  ba  dealt  wltb  at  tb«  aaaa  laval  of 
govacnaant  or  by  tha  aaaa  cagulatoty  body.     Only  if 
ondar  tha  naw  configucatloa,  what*  e^v*tltion  la  allowed 
to  set  cateSf  state  regulatoes  daaenstcata  that  thay 
aca  still  ooabla  to  deal  effectively  vlth  insolvencies, 
should  Congress  aerloualy  consider  adopting  an  approach 
to  the  solvency  problaa  siallar  to  the  one  suggested 
in  S.    1710. 
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STATE  FAIW  DRAFT  -  HcCAWAM  ACT  JWEIOPffS 

Ta  •xprist  the  tntsnt  of  thi  Congrtss  wtth  ntwmttM  to  tl»  bulMCt 

of  liuunnce. 

The  Congress  hereby  declares  md  reifflnw  thit  tht  eontlnutd 
regulttton  and  uxatlon  by  the  several  States  of  the  business  of  Insur- 
ance Is  In  the  public  Interest,  and  that  silence  on  the  part  of  the 
Congress  shall  not  be  construed  to  1«pose  any  barrier  to  the  regulation 
or  taxation  of  such  business  by  the  several  States. 

SEC.  2.  (a)  TTia  business  of  Insurance,  and  every  person  engaged 
therein,  shall  be  subject  to  the  laws  of  several  States  Mhlch  relate  to 
the  regulation  or  taxation  of  such  business. 

(b]  No  Act  of  Congress  shall  be  construed  to  Invalidate, 
Inpalr,  or  supersede  any  law  enacted  by  any  State  for  the  purpose  of 
regulating  the  business  of  Insurance,  or  which  Inposes  a  fee  or  tax  upon 
such  business,  unless  such  Act  specifically  relates  to  the  business  of 
Insurance:     Provided,  that  after  June  30,  1948,  the  Act  of  July  2.  1890, 
as  anended,  known  as  the  Shennan  Act,  and  the  Act  of  October  IS,  1914, 
as  anended,  known  as  the  Cleyton  Act.  and  the  Act  of  Septtaber  26,  1914, 
known  as  the  Federal  Trade  CoMitsslon  Act.  as  mended,  shall  be  appli- 
cable to  the  business  of  insurance  to  the  extent  that  such  business  Is 
not  regulated  by  State  law. 

(c)  After  December  31.   1976.  notwithstanding  the  provisions 
of  Subsection  (a)  of  this  Section,  rates,  rating  plans,  rate  classifi- 
cations, rate  territories  and  policyholder  dividends  for  or  pertaining 
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EXHIBH  I  (Continued) 
Pige  2 

to  ImurancB  sTVlces  provided  by  a  person  ottiw  tli«n  any  State  or  «ny 
agency  thereof  protecting  the  Interests  of  persons  In  and  arising  out 
of  the  ownership,  walntenance  or  use  of.  wotor  vehicles,  property  used 
for  residential  purposes,  and  other  property  used  for  personal  as  opposed 
to  cnanerclal  purposes,  shall  not  be  fixed,  established,  maintained, 
approved,  disapproved,  or  directly  regulated  by  any  Sttte. 

(d)     nothing  contained  In  this  Act  shall  be  construed,  to 
prohibit  any  State  frow  establishing  or  approving  a  plan  to  assure  the 
availability  of  Insurance  services  as  described  In  Section  2tc)  of  this 
Act  to  persons  trtio  desire  such  Insurance  services  but  who  cannot  readily 
obtain  such  Insurance  services.    Such  plana  aay  contain  provisions  per- 
mitting the  State  to  approve  or  disapprove  rates,  rating  plans,  rating 
classifications  and  rating  territories  for  Insurance  services  provided 
pursuant  to  such  plan:     Provided  that  no  such  plan  shall^ perwlt, the 
disapproval  of  rates  which  reasonably  anticipate  losses  and  expenses 
to  be  Incurred  In  providing  Insurance  services  through  such  plans. 

SEC.  3.  (a)  Until  June  30.  194S,  the  Act  of  July  2,  1S90,  as 
amended,  known  as  the  Sherman  Act.  and  the  Act  of  October  15,  1914,  u 
amended,  known  as  the  Clayton  Act,  and  the  Act  of  September  26,  1914, 
known  as  the  Federal  Trade  Connlsslon  Act,  as  amended,  and  the  Act  of 
June  19.  1936,  known  as  the  Roblson-Patman  Antidiscrimination  Act, 
shall  not  apply  to  the  business  of  Insurance  or  to  acts  In  the  conduct 
thereof. 
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EXHIBIT  I  (Continued) 
hga  3 

(b)  Nothtng  contained  In  this  Act  iha11  render  the  s«1d 
Sherman  Act  Inapplicable  to  any  agreement  to  boycott,  cotrce.  or  Intl- 
■Idate,  or  act  of  boycott,  coercion,  or  Intimidation. 

(c)  Aft»r  December  31.  1976.  nothing  contained  In  th1> 
Act,  nor  aitf  provision  of  State  law  or  regulation  iiiued  thereunder, 
ihall  render  the  said  Sherman  Act  Inapplicable  to  any  agreement,  under- 
standing or  ctmcert  of  action  between  or  M|»ng_perioni  providing 
Insurance  services  as  described  In  Section  gtc)  to  fix,  establish  or 
maintain  rates,  rating  plans,  rate  classifications,  rate  territories, 
and  policyholder  dividends. 

(d)  notwithstanding  any  provision  1n  this  Act  to  the 
contrary,  the  said  Sherman  Act  shall  not  be  applicable  to  aiy  agreement. 
understand1n<i  or  concert  of  action  limited  to  the  collection  and  use 

of  statistics  on  Toss  experience  or  to  the  discovery.  Identification. 
classification  and  use  of  Information  relating  to  causes  or  prevention 
of  losses. 

(e)  After  December  31.  1976.  nothing  contained  In  this 
Act  shall  be  construed  to  prohibit  any  State  from  requiring  persons 
providing  Insurance  services  as  described, In  Section  2fcl  of  this  Act 

to  file  with  en  appropriate  state  agency  Its  rates,  rating  plans,  rating 
classifications  and  rating  Urrltorles.  after  they  have  been  established 
and  placed  Into  effect. 
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EXHIBIT  I  (ContlntMd} 


SEC.  4.  Hothfng  contained  In  this  Act  shall  be  construed  to  affect 
tn  any  Mnnar  the  application  to  the  business  of  Insurance  of  the  Act  of 
July  S(  193S|  as  aMndad,  known  as  the  National  Labor  Relations  Act.  or 
the  Act  of  June  25,  1938,  as  Mended.  knoM  as  the  Fair  Labor  Standards 
Act  of  1936.  or  the  Act  of  June  5,  1920,  known  as  the  Merchant  HaHne  Act, 
1920. 

SEC.  5.    As  used  In  this  Act.  the  tens  'Sute'  Includes  the  several 
States,  Puerto  R1co,.6ua«,  and  the  District  of  Coltnbla. 

SEC.  6.     If  any  provision  of  this  Act,  or  the  application  of  such 
provision  to  any  person  or  clrcuautances ,  shall  be  held  Invalid,  the 
rwalnder  of  the  Act,  and  the  application  of  such  provision  to  persons 
or  circuastances  other  than  those  as  to  which  It  Is  held  Invalid,  shall 
not  be  affected. 


DigiLizedbyGoOglc 


EXHIBIT  It  A 
IWAFT  115  -  July  IS.    197S 

MODEL  POLICYHOLDEK  SECURITY  ACCOUNT  STATUTE 

SECTXCM  1  —  DtflaltloM 

"Aiflllacc"  and  "control"  ihAll  be  daflnad  ■•  tuch  tana  ars  daflnad  In 

Section  CxBfar  to  tha  pcovlaloa  at  tlta  Modal  Holding  Coopany  Ace 

which  daflnaa  thaaa  tama). 
"CoiBlaaioaar"  aaana  tha  Comlaalonar  of  Inauranca  of  cha  Stata  of 

"Custodian"  naana  any  of  tha  follouing: 

(a)  da  ComBlaslonac. 

(b)  Tha  Inaurance  coaKlaalonac  or  atata  traaaurat  of  any  ottatE 
■tata. 

(c)  Any  one  or  More  national  or  atate  banka  located  anytrtiaEa  In 
tha  United  Statea  having  truac  powera  and  which  agree  with  che 
inaureT  eatabliehlng  tha  Policyholder  Security  Account  to: 

(1)     fumiah  to  che  CoDmlsaioner,   on  or  before  the  laat 

day  of  April  of  each  year,  on  behalf  of  the  depoeitor, 
«  certified  ecbedule  of  caah  and  narkecable  aecurltiea 
In  the  Policyholder  Security  Account,   aa  of  April  15 
of  that  7«ar,  and  at  auch  other  tinea  aa  the 
CoMKlaalonat  ahall  requeat; 
.   (2)     fumiah  nonthly  to  the  Comaladoner  a  certified 

Bchedule  of  all  cranaactions  affecting  auch  account 
during  the  preceding  >occh,   or  more  or  leaa  frequently 
t»  the  CoMilaaioner  nay  require: 

(3)     cooperate  with  che  Cooolaaloner  In  che  parfonunce 
of  the  audit  or  valuation  conducted  purauonc  to 
Section  S;  and 
0I/M32/7S0nS 
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(4)     give  notle*  Co  ch*  Comiaaloner,   when  required, 
putauant  to  Section  7.       The  cranaaetlon  achedulea 
aball  be  kept  confUentlal. 
Ho  bank  la  eligible  to  becoBC  a  cuatodlan  for  an  Inaurar  vhlch  la 
affiliated  or  under  coomn  control  vlth  auch  bank. 
*Vrltten  piealua"  mean*  direct  written  pcaalum  plua  relnaurance  aaauned 
alnua  relnaurance  ceded  If  auch  ceded  relnaurance  compiles  with  the ' 
raqulxeBenta  of  Section  i  of  thia  Act. 
"Inautance  Ccopany"  Beans  any  corporation,   aaaoclatlon  or  exchange  which 
la  authorlacd  to  vrlte  the  klnda  of  insurance  to  which  the 

Ineurance  Guaranty  Aasaclatian  applies. 

"Varketabla  Securitlaa"  neana  any  of  the  following: 

(Then  should  be  llated  thoae  sections  of  the  InvestBent  law  which 
permit  domaatlc  inaurera  to  Invest  In  various  aecuritiaa.        Fro* 
the  list  of  code  accllona  aslectad  ahould  be  ellolnated  any  provisions 
which  permit  Investment  In  securities  of  subsidiary  companies,   real 
estate,  various  securities  secured  only  by  aortgagea  or  other  debt 
obligations   Involving  rasl  estate,   end  agents'  balances.        A  special 
aubsectlon  should  be  uaed  to  describe  comaon  stock  investment  as 
follows:) 
{A)      (  ) 
(  ) 
(  ) 

(  *)  Such  inveatments  as  are  authorised  In  Secclon  <  ) 
other  th«n  stock  issued  by  corporations  described  In 
(Subdivlaion  (B)]   on  both  of  the  following  conditions: 
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(1)     Ib«  tiaulng  corpotatlOD  (tall  havt  imc  worth  of  five 
huodrad  EhousaDd  dallaci    ($500,000)   ox  aura. 
(Z}     Tha  aBount,   la  the  aggragaca,  of  aucb  aecurlclaa 
qualifying  undat  thl*  aactlon  say  ooc  ba  aora  than  an 
uuunt  aqual  to  an  Insurar'a  capital  and  nirplua. 
<B)     Tha  CBWMQ  stock,  ptafarrad  stock,  and  dabt  obligations  of  any 
corporation  or  trust  which  is  contcollad  by  uiy  ona  or  aota  of 
tha  folloulng  shall  not  qualify  as  >arkatabls  saeurltlas: 
(1)     Tha  lasurat. 
(3)     Tha  Insurar'a  affUiatas. 

(3)     A  paraon  undar  comw>n  control  vlth  tha  Insurar. 
(A)     Ihs  offlcars  and  dlractors  of  tbosa  coi^anlaa  dasctlbsd 
la  paragraphs   (1),    (2).   and  (3)  of  this  Subdivision. 

(C)  The  SBOunt  Invaatad  la  tha  stock  and  obligations  of  any  one 
carporatlon  shall  not,    for  tha  purposes  of  this  Article, 
axcaad  5  percent  of  the  depoalt  required  by  Sections  1  or  3, 
except  that  as  to  obligations  guaranteed  by  tha  United  States 
Covamoant,   tha  amount  lavaaead  In  tha  obligations  of  any  one 
corporation  shall  not  exceed  25  percent  of  the  deposit  required 
by  Sactiona  2  or  3. 

(D)  No tulths tending  tha  provisions  of  Subdivision  (A),    (B).   ox 
(C),   any  securities  shall  qualify  as  marketable  securities  If 
Che  Insurer  has  applied  for  and  obtained  froa  the  Co^alseioner 

a  earttficata  of  axsMptlon  with  respect  to  the  specific  security 
or  eacurittaa  tharaln  daacrlbed.       To  obtain  such  certificate 
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of  axeBpcloa  tha  Insurer  shall  fUa  a  wrltEao  application, 
verified  aa  provided  In  Section  (  ),  In  such  fozn  aa  the 
Coanlaaloner  ahall  require,  which  shall  contain  all  of  the 
following: 

(1)  A  apeeltlc  dcaetlptlon  of  the  particular  security 
for  which  the  certificate  la  sought,  including  the  nane 
of  the  registered  holder. 

(2)  Coplea  of  all  ogreeaents  or  other  docuacnt*  affecting 
the  title  thereto  or  any  legal  or  equitable  Inteceat 
therein,  contingent  or  otherwise. 

(3)  A  description  of  any  consideration,  contingent  or 
otharulsa,  then  unpaid. 

(4)  Hanes,  titles,  capacities  and  business  relationships 
of  all  pecBODB  or  entitles  having  an  Interest,  contingent 
or  otherwise.  In  such  security  other  than  the  Insurer. 

(5)  A  description  of  the  legal  and  business  relationships 
between  Che  Insurer  and  the  Issuer  of  such  securities, 
their  affiliates,  subsidiaries,  parents  and  controlling 
persons.  Including  any  officers  and  directors. 

(6)  Such  other  Infomation,  opinions,  or  docunents  as 
the  CoBBlssloner  nay  request. 

"Policyholder  Security  Account"  means  an  account  nalntalned  pursuant  to 

provisions  of  Sections  2  or  3  of  this  Act. 
SECTIOH  2 

(A)   Each  domestic  Insurance  company.  In  order  to  be  or  lemala 

authorized  to  cianaact  one  or  store  of  the  klnda  of  insurance 
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to  vhlch  lh«  __^ In«ur«ncB  Gturanty  Association 

•ppll««,  sbalX  Balntain  with  a 

custodian  a  Policyholder  Secutity  Account,   conalsting  of  cash 
or  Baekstabls  sseurltlu  as  raquirad  haraln.       Tha  saount  in 
ths  Follcyholdn  Sacuclty  Account  sball  not,  at  any  tioM,  be 
lass  than  tha  greatat  of  Subdivision   (1)  or  (2),  but  n««d  not 
■xcead  $iO.OOO,000: 

(1)     As  raspsctt  chosa  ilnas  of  Insucanca  to  which  the 
____________^______  Insurance  Guaranty  Association  applies, 

tha  iua  of  tha  follouing: 

(a}     Kasarvas  for  losses  due  and  unpaid.. 

(b)  Rsaarvss  for  losses  incurred  but  unreported. 

(c)  Reserves  for  loss  sdjustsent  expenses. 

(d)  ReasrvsB  for  unearned  preniuas  or 

(Z)      75Z  of  the  vrltccn  prcMiun  for  the  imsdlstely 
preceding  celendar  year  foe  those  lines  of  Insurance  to 
vhich  tha  ^^__^___^__^____  Insursnce  Gueranty 
Association  applies,    lass  policyholder  dlvldenda  and 
preoluB  refunds. 

(B)  Tha  requirements  of  this  section  shall  apply  only  to  reserves, 
preniuas  and  liabllltlas  arising  out  of  policies  or  obligations 
Issued,  aeeuaad  or  incurred  In  the  United  States. 

(C)  Ho  credit  may  be  taken  under  Subsection  CA)(1)  or   (A)C2}   for 
relnsursnca,    except  In  sccordanee  with  Section  4. 
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(A)  Each  foT«tgn  or  allan  Inauranca  conpany,  except  aa  ocherHlae 
autborliad  b<r  tba  Coamlaaloiiar  purauanc  Co  Subaectlon  <D]  of 
tlila  Section,  in  order  to  be  or  roHta  authorlied  to 
one  or  more  oC  the  klnda  of  Inauranca  to  which  tha 


Inauranca  CuacaQcy  Aaaociation  appllaa,  ahall  naincola  with  ■ 
cuacodlan  a  Follcyholdar  Securicy  Account,  conalaclng  of  caah 
or  Invaatmeac*  auChorliad  by  tha  lawa  of  the  atate  of  Its 
doalclla  or  entry,  and  vhlch  naet  the  definition  of  marketable 
•acurltiea.  The  aaount  in  the  Policyholder  Security  Account 
■hall  not,  at  any  i1>m,  be  Icaa  than  tha  greater  of  Subdlvlaion 
(1)  or  (2}  of  thla  Subsection,  but  need  not  exceed  $40,000,000: 
(1}  Tha  eun  of  all  of  tha  following  foe  bualneaa  written 
In  thla  atate  In  thote  linea  of  Inaurance  to  which  tha 

Inaurance  Guaranty  Aatociation  appllaa; 

(a)  Raaarvea  -for  loaaea  due  and  unpaid. 

(b}  Beaarvaa  for  loaaea  Incurred  but  unreported. 

(c)  Eeaervea  for  loaa  adjuatmcnt  expenaei. 

(d)  Reaarvaa  for  unearned  premluma,  or 

<2)  75Z  of  tbe  written  preolun  for  the  lancdlately 
pracadlng  calendar  year  for  bualnesa  written  la  this 

acata  in  thoaa  llnea  of  inaurance  to  which  the  

Insurance  Guaranty  Association  applies,  lasa  policyholder 
divldenda  and  premium  rafunda. 
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(3)  At  tti*  option  of  a  foreign  or  all«a  Insurance  eoavany, 
the  BDOunt  of  the  Policyholder  Security  Account  nay  be 
baaed  on  (a)  bualneaa  written  in  all  of  the  United  States 
at  (b)  business  wilccea  In  this  state  and  all  states  with 
raqulrenenta  substantially  slsdlar  to  this  Act,  In  lieu 
of  the  anounta  calculated  In  the  nanner  provided  in 
parattaphs  (1)  and  (2)  of  Subsection  (A)  of  this  Section. 

(B)  Ho  credit  shall  ba  taken  for  reinsurance  under  paragrapha  (1) 
or  (2)  of  Subsection  (A)  of  this  SacClon,  except  in  accordanca 
vlth  Section  4. 

(C)  If  the  Cosnissioner  determines  that  any  such  foreign  or  alien 
insurance  conpany  la  subject  to  rsquireBants  substantially 
similar  to  this  Act  In  the  state  of  Its  doalclls  or  entry,  he 
shall  accept  conpllanca  with  such  requirements  of  the  state  of 
doBlcile  or  entry  in  lieu  of  the  compliance  vlth  the  provisions 
of  this  Section.   To  be  acceptable  hereunder,  such  requirements 

shall  Include  provlalons  similar  to  Section  of  the 

^^^________  Insurance  Code  (new  Section  19  of  the  Guaranty 

Fund  Act.) 

(D)  If  the  provisions  of  Subsection   (C)   are  not  eppllcsble  to  such 
foreign  or  alien  insurance  company,    the  agteement  becween  auch 
inautance  company  and  tha  custodian  shall  provide  for  a  pro 
rata  lien  In  favor  of  tha  Inauranca  Guaranty  Fund  of  this 
state  In  substance  equivalent  to  that  provided  for  in  Section 
19. 
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JBCTIOII  * 

TIM  cxsdlt  foe  rclnsurane*  authorised  by  Saetlon  2(C)  and  Section 
3(B)  ahall  ba  llaltad-  to  ralnauranca  casalans  aaauaad  by  Inauraaca 
covpaalaa  which  ar«  any  of  tha  folLowlns: 

(a)  Ooaaatlc  tatnsurara. 

(b)  7oralgn  or  alien  talnaurara  «d»itt«d  to  do  businaai 
In  thla  Btaca  asd  wtalcb  ara  not  affiliated  or  undcc 
COMM)  contzol  with  Cha  Inaurar. 

tc)  Focalgs  or  allan  ralnsurars  affiliated  or  undar 
control  with  tha  Inaurar,  and  whlcb  comply  with  Sactlona 
2  or  3  to  tha  axtant  of  tha  caaalon*. 
(d)  Foreign  or  alien  relnaurera  not  admitted  to  do 
buslneaa  In  tbli  itata  and  which  cooply  with  Sactlona  2 
or  3  to  the  extent  of  the  ceaalona. 
jgCTICW  i 

(A)  Tha  eaount  of  tha  Policyholder  Security  Account  for  each 
company  ahall  be  baaed  on  the  tceervea  and  written  premium 
provided  for  In  Subdlvlalim  (1)  and  (2)  of  Section  2(A)  and 
3(A)  aa  of  tha  laat  day  of  December  of  cha  preceding  year. 
Each  Inaurance  company  ahall,  on  or  before  April  IS  of  each 
year,  adjust  the  amount  of  Ite  Policyholder  Security  Account 
to  an  amount  no  lesa  than  the  amount  required  undar  this 
Section. 

(B)  Bach  inaurance  company  may,  at  ita  option,  take  credit  for 
dapoalcs  of  aacurltlea  made  with  thla  or  any  other  etate  and 
lepoetad  on  the  Special  Dapoalc  Schedule  and  Schedule  of  All 
Other  Deposits  aa  reported  on  page  IS  of  tha  Annual  Statement. 
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Th«  anounc  of  Karkatablo  Bacuciciea  In  Ics  Policyholders 
SacuEicy  Accounc  uy  ba  raducad  to  tha  axtanC  of  the  credit 
provided  for  In  this  Subiectlon. 

(C)  Aay  Ineuranca  coapany  nay,  at  lea  option,  apply  to  the  Comlaaioner 
for  autborlt^r  to  take  credit  for  dapoaita  of  sacurltlea  main- 
tained with  a  custodian  by  underwrltlnc  assoclationa,  pools 

and  syndicates.  Tha  Coanlsslonct  t»ay,  aftat  such  Investigation 
aa  he  deea«  necessary,  pamlt  credit  for  auch  aacuEltlea  to 
tha  extent  that  they  relate  to  obligaclona  In  the  llnea  of 
business  to  which  the  Policyholder  Security  Account  appllea. 

(D)  Every  year,  on  or  bafora  the  flrat  day  of  June,  tha  Coonlssloner 
•hall  value  the  schedula  of  cash  or  narketable  securities  In 
the  Policyholder  SeeuEicy  Accounc  for  each  Insuranca  company 
subject  to  thla  Act  to  determlna  chat  It  la  noc  leas  Chan  the 
anounc  required  Co  ba  aalnCalnad  In  accordance  with  Secclona  2 
and  3.   Such  valuation  ahall  conslac  of  a  review  of  cha 
securities  reported  by  the  custodian  to  be  In  the  coapany'a 
Pollcyboldat  Security  Account,  plus  any  deposits  for  vhieh  the 
coapany  has  claimed  credit  under  Subsectiona  (B)  or  <C)  m 
compared  with  the  reserves  and  the  written  premiums  reporced 

In  the  eonpany's  Annual  Statenent  filed  with  the  Dapartmant. 

The  Co^ilaaloner  may,  should  he  deem  It  necessary,  undertake 
such  audit  or  valuation  at  any  other  time,  and  the  Insurance 
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cOBpanjr  and  th«  cuaeodlsn  «hall  cooparate  In  cha  porfonunca 
of  auch  audit  er  valuation.       Such  audit  or  valuation  «ay 
conaiat  of  a  raviaw  of  a  quartarly  financial  atatanant  or  of  a 
rapoit  of  praaiuaa  wrlttan  on  a  twalva  uontha-andins  baats. 
If  tha  audit  tavaala  that  tha  eaapany'a  Pollcytwldat  Sacurity 
Account  la  daflci«ic,    tha  Comiiitssioner  ahall  taka  action  in 
accordanca  vlth  tha  proviaiona  of  Section  6. 
Sacueitiaa  in  tha  Policyholder  Security  Account  ahall  be 
valued  in  accordance  with  the  rule*  govamins  valuation  of 
aacurltiea  foe  Annual  Stataaent  purpoaaa. 
SECTIOW  6 

If,   at  anf  tiae,    tha  value  of  caah  and  narkatable  aacutltiaa  wUn- 
talaad  with  tha  cuatodian  falla  baloir  the  anount  requizad  to  be 
■aintalned  in  accordance  with  Saetiona  2  or  3,   the  Cotniaaioner 
ahall  require  auch  deficiency  to  be  ellmiDated  by  tba  coapany 
within  a  period  of  not  more  than  90  daya  ftoa  the  notification 
thereof,   aa  dealgnated  by  hia.        Upon  receipt  of  notice  froa  the 
CoDuniss loner  of  a  deficiency  in  ita  Policyholdei  Security  Account, 
tha  Inaurance  coapany  ahall  add,  within  tha  tlae  apecified  by  the 
CopsoIbs loner     caah  or  aarketable  aecuritiea  la  an  anount  aufflcient 
to  correct  such  deficiency.        Failure  to  aliainate  auch  deficiency 
within  tha  tiae  apecified  in  aaid  notice  ahall  ba  deemed  to  be 
conduct  threatening  to  reader  auch  Insurance  coapany  inaolvant 
within  the  aaaning  of   (refer  to  the  appropriate  Section  of  tha 
Liquidation  Act),  and  the  Co^diaaioner  ahall  aake  and  serve  such 
order  or  orders  «a  apecified  In  auch  Section. 
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SECTIOH.  7 

(A)  Any  Inaucanca  ceapany  rsqulead  to  ■alncaln  a  Pollcyholdar 
Security  Account,  except  a  conpany  to  which  Subdivision  (C)  of 
thle  Section  applies,  nay,  at  any  time,  eubatlcutc  or  exchange 
cash  or  Markat^le  eecurltlee  having  a  value  equal  to  or 
greater  than  the  value  of  Chose  then  In  the  account,  and  for 
vhlch  they  are  to  be  substituted  or  exchanged,  without  specific 
authorliatlon  from  the  Conmlsaloner.   Any  Inaurance  company 
«ay  aell,  exchange  or  redeem  securities  from  the  account 
without  prior  approval  of  the  Covilaaloner,  piovlded  the 
proceeds  are  either  retained  In  Che  eceount  In  cash  or  rein- 
veetad  In  othar  ■arketable  sacuriclea  of  equal  or  greater 
value.   All  interest,  dlvldenda  and  other  Income  may  ba 
withdrawn  by  the  Inauraoca  company  at  Its  discretion.   Sacuriclea 
in  the  Policyholder  Security  Account  ahall  remain  Che  sole  and 
absolute  property  of  tba  insuranca  company  and  the  coi^any  may 
exerdee  all  rlghta  of  ownership  in  such  securities,  subjacc 

to  the  ongoing  raqulreaanc  that  It  melntaln  a  Policyholder 
Security  Account  et  the  levele  required  by  this  Act. 

(B)  Ko  Inaursncs  company  shall  make  any  withdrawal  of  principal 
from  the  Policyholder  Security  Account  which  together  with 
prevloue  withdrawals  in  the  90  days  laewdiately  preceding 
exceeds  an  amount  equal  to  101  of  the  Policyholder  Security 
Account  as  laat  valued  In  accordance  with  Section  S  unlaas 
prior  authorisation  of  the  rn^lsslnimi  shall  have  been  obtelned. 
The  agreement  between  the  Insurance  company  and  the  custodian 
will  reflect  this  requlremeat. 
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(C)  In  Cha  case  of  any  luaurance  coapaay  which  has  been  raqulrad 
to  allainace  a  deficiency  In  lea  Policyholder  Security  Aceouni 
lu  accordance  with  Section  6,  Che  CoBDlaaloner  nay  require  15 
days  prior  aoElce  from  tha  cuscodlan  of  any  witbdrawal,  eubati- 
tution,  or  exchange  of  cash  or  marketable  securities .   Such 
raqulrcBent  of  prior  notice  say  reoaln  In  affact,  at  tha 
ConalSBlonar's  sole  discretion,  until  one  year  has  elapsed 
froB  the  tlea  tha  deficiency  vas  elioinated. 
SSCnOM  B 

Except  as  provided  in  Section  (  *  ),  no  interest  or  priority  in 
the  cash,  securities,  or  InvaacDencs  maintained  In  a  Policyholder 
Security  Account  eatiibliahed  or  maintained  In  compliance  with  the 
provisions  of  this  article  shall  be  created  In  favor  of  any  person 
or  entity. 
SECnOH  9 

Hotvlthatandlng  any  provision  of  this  Act,  the  value  of  the  Policy- 
holder Security  Account  on  deposit  with  a  custodian  shall  be  at 
least: 

(A)  71fty  percent  of  the  required  account  on  or  before  April  IS, 
19  ■ 

(B)  Seventy-five  percent  of  the  required  account  on  or  before 
Aftll   IS,  19  ■ 

<C)  One-hundred  percent  of  the  required  account  on  or  before 
AprU  15,  19  . 

*19  of  tha  Guaranty  Fund  Act. 
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AHENDHENI  TO  THE  MODEL  MAIC  INSURAMCE  CUARAHTY  ASSQCIAnOH  ACT 

SeccloQ  19  -  Lion  on  Folieyholdnr  Security  Account  of  Inaolvtnt  Insucer. 

(1)  Upon  III*  Intolvency  of  any  ncaber  Inaurar,  tti*  Aaaoclation 

ahall  hava  a  lien  on  the  Policyholder  Security  Account  of  the 
IntolvMit  tnauret  to  the  axtent  of  paysenta  which  miy  b*  nade 
by  the  Aaaoclation  for  covered  elalaa. 

(2}  Notulthatandlng  any  provlalons  In  (the  Liquidation  Act)  and 

any  other  provisions  in  the Insurance  Code,  the  llsn 

provided  by  this  Section  shall  not  constitute  a  voidable 
preference. 

(3)   If  the  loaolvent  insurer  is  «  domestic  insurer,  the  liquidator 
shall  recognize  a  lien  In  favor  of  the  Inaurance  Guaranty 
Association  of  sny  other  state  in  which  such  Insurer  does 
business,  to  the  extent  of  Ita  pro  rata  ahare  of  such  Policy- 
holder Security  Account,  if  the  Guaranty  Fund  Act  and  the 
Policyholder  Security  Account  Act  of  auch  other  state  contain 
alallar  provisions  recognizing  a  pro  rata  lien  in  favor  of  the 
Insurance  Guaranty  Association. 

(A)   In  determining  the  pro  rata  sharing  of  an  Insurer's  Policyholder 
Security  Account,  the  share  of  each  stace  Insursnce  Gusrsnty 
Fund  in  the  total  Policyholder  Security  Account  ahall  be  equal 
to  the  ratio  of  the  inaurer'a  direct  written  praBlums  in  each 
aCata  to  the  Inaurer'a  total  direct  written  prealuns  countrywlda. 
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In  5«ctlon  2  aai   Saetlon  3  change  ch*  and  of  the  first  paragraph  tmdar 
(A>  CO  iMdi 

"But  naad  not  a;tc*ad  th«  maximua  anount  aa  provided  In  Sactlon  A." 
Section  4.   Th«  vaxlmua  amount  required  in  the  Policyholder  Security 
Account  of  en^  insurance  coapany  subject  to  the  provisions  of  this  Act, 
need  not  exceed  the  following: 

(A)  For  those  coopioles  uhose  written  premiums  for  the  prior  year 
did  not  exceed  $10,000,000,  the  maxlnnini  required  shell  be  $10,000,000. 

(B)  For  those  coBpanlaa  whose  written  preaiumi  for  the  prior  year 
waa  giaacer  than  $10,000,000,  but  did  not  exceed  $25,000,000,  the 
»axlaun  required  shall  be  $20,000,000. 

(C)  For  those  companies  whose  written  premiums  for  the  prior  year 
was  greeCGE  Chan  $25,000,000,  but  did  not  exceed  $'>0,000,000,  the 
""<■""■  required  shall  be  $30,000,000. 

(D)  For  those  conpanlee  whose  written  prenlume  for  the  prior  yeer 
exceeded  $A0,000,000,  the  maxlnum  required  shall  be  $40,000,000. 

Ranuaber  the  present  laotuage  beginning  with  Section  4  so  aa  to  ecco*- 
Bodace  this  totally  new  Section  4. 
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1  -  D»fl,iiltlon« 


Co^HSCS  BB  cacUln  daf  load  ueb 


It  la  la^DTtaat  Utn  tha  concapt  of  4ftlllattaB  oe  cobCt 

d  out  utaCully  bauua*  of  the  dlaallowanca  of  aacuHclai  In  an  a 

collad  eotpocactoa  and  tha  inaliiiblllty  ol  a  bank  attlllatad  et 

a  uotTol  to         act  at  cuatodlan  lot  tha  iuur*T.     la  atcaoptlag  t 

d*  *o  •ppropTlal*  dallnltlen  for  tbla  coocapt,  drafCaBaii  hava  gona 

y  advlasEj  eo^d.tta*  and  appTOvad  bj  tha  NAIC.  Ii 
baac  d«Iinl[leD  axtant  and  it  la  ballavad  tbal  It 
coneapt  la  th«  holdlni  coapaax  ace  to  ba  coaalitt 
Icjrboldar  Sacutlty  Account  atatuc*. 


la  ballavad  chat  Chi* 

la  axtraiMlir  laportaac 
le  Kith  eoBcopta  la 


oE  a  Stact  TraMurai  t 
dapoalead  ulth  thaa,  a 


apptopElata  to  authoilia  (a  loiutane*  CmalMlOMT 
c  aa  Cuatodlan.  Ficae  of  all,  th*r  do  hava  funda 
ava  cb«  facllltia*  to  hudla  auch  pEocaduEa.     Hora 


iJ^OEtantlr,  hooavar,  la  tha  fact  tbat 
'  tha  IsauEaDC*  CoBslaalonaE  of  tha  atata  c 
Coaaiaalonac  or  ch*  Staia  lEaaaurar  of  el 
ao,  chat  apaclal  dapoalt*  ahould  qualify 
Inaaauch  aa  tha  TaqulEMMnt  appltaa  to  aJ 
raaarvaa  for  obliiatlona  In  all  atataa  In  vfalch  tb*  coapaii) 


attain  apaelal  dapi 


taa.      It  : 

of  tha  CI 


lalta  aia  sad*  ulth 
>lth  tha  laauranca 
:aadad,  and  proparly 

itodlal  aeeounc. 
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la  mMtDprlaca  chat  tb*  ipaelal  dapailta  la  any  slvan  acata  ahould  qualify 
aa  yarc  of  tha  euacadlal  aeceunc.     In  Section  S(B)  theca  la  a  apacKle 
piovlalon  alloMiat  Cba  oaa  of  aueh  dapoalca  tot  cha  Policy twldat  Saeudcy 


provldad  it  baa  i 

CTbaaa  procaduna  vlll  ba  dl 

■adal  bill.]     It  ulU 


national  bank  nay  qualify  aa  a  cuatodian, 
■  and  atraaa  to  tba  four  precaduraa  liatad  uodar   (c). 

ocad  tbat  tha  bank  an  cuacodlan  noad  not  ba  >  bank 
doailcilad  in  cba  acata  of  ch*  dapoaicoi.  Claaily  this  Bltht  ba  lavractlcal  fer 
■oat  any  coopany  and  aoat  dafinltaly  vlll  ba  iapraetleal  foi  larga  conpanlia 
duleilad  In  atatas  Hhieb  do  aot  bava  aubitantial  banking  Inatituclana  capabla 
of  handltm  bundrada  of  BllUona  of  dollar*  of  cuatodial  dapoaita.  Fuithei, 
■ma  co^aniaa  cbeeaa  to  kaap  tbalr  aacucltica  in  a  financial  cantar  auch  aa 
■av  York,  San  franciacD  er  Chicaio.     Tbia  abould  ccctainly  ba  panlttad,  providad 

Raquiraganta  of  tha  Bank 

Tha  four  nqulcawDta  ara  aat  forth  is   (e)  and  mil  ba 
dlacuaaad  la  datail  In  tba  co^nta  undar  Saetloo  5.     It  ahould  h*  ootad  la 

(and  Biat  Inauranca  coapanlaa  ulntain  cbair  aacuritiaa  in  om  ec  Ba»  bank*) 
abould  hav*  any  difficulty  funiiihing  tha  InCorBation  and  tha  eooparation  aa 
taqulcad  In  (c ] • 


It  abould  ba  noted  tbat  tba  bank  Hraly  raealvaa  tha  aacuritiaa 
■a  a  ballaa  oc  cuatodian.  It  la  oot  a  truataa,  ihaia  la  no  Lnpllcation  tbat  It  la, 
and  Saetlon  8  apaclCically  na|atlvaa  tb*  Idaa  tbat  ttaara  any  b*  aon*  *uch  ralatioa- 
ahip.     Tbia  1*  iapoitant  la  OEdar  lo  panic  tba  coapany  to  bava  the  appropriata 
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lani*  Ic*  weuiltlaa  ■■  n**d*d.  tod  >l«e  Co  •vou  tay  nibscuclal 
II  bac*u«*  ol  ch*  truit  ralatloocbtp.     Fmi  of  bwika  aciloi  ■■ 
>  ara  qulca  naiooabla,  but  U  •  crvaco*  nlaclonahlp  !•  tbnac  upon 
thn  tbaj  ciieaaaaTllr  Buac  lacraaa*  chair  faaa  aubataDClalljr.     Again,  linca 
no  undua  burdaa  la  Intaodod  for  coapanlaa  coaplylot  with  thia  raqulraaanti   It 
1*  apaclflcallr  datamload  Id  thl*  nodal  alaCuta  thai  tuch  a  truataa  talaclonahtp 
la  net  aatabllahad. 


lafaranca  abould  ba  > 
forth  propaccy  and  eaauaiC)'  llnaa. 


Iav«at»ane  Artie  la.  It  la  lapsaalbla  to  provlda  In  a  aodal  hi 
provlaloaa  apptoprlata  to  tba  wlda  varlaclen  of  atata  invaataant  lawa  and  cha 
pattan  which  thaaa  laua  follaH.  Iharafora,  It  la  augtaacad  that  aacb  atata'. 
lovaataaet  cod*  ba  handlad  Individually  aa  appiopriata.  Ic  la  latandad  that 
haalcally  caah,  acocka,  boada     and  ocfaar  "llquU"  aaaat*  ba  uaed  In  aueh  an 


■  taaat  in  comoa  atoek  la  ■•narally  panlctad 
on  of  atock  in  affillacaa  and  tba  overall  llall 
of  any  ena  coipocatlon  canoeC  aaeaad  Clva 


parcaac  of  tha  total  dapoait  laqulrad.     Tb*  problaa  with  ttock  la  a  iiiobl^  of  i 
-  liquidity  and  valuation.     Awavai,  In  vlaw  of  cha  difficulty  by  th*  Valuation 
of  Sacucitiaa  Offlca  of  tha  HAIC  in  conaaetion  with  Ch«  inaolvaney  of  Co^nity 
Rational  Lifa  Inauradua  Coapany  aavaral  yaar*  afo,  tha  Valuation  of  Sacuriciaa 
Office  hai  tightaoad  aubacanclally  Ita  procaduraa  and  chla  ti|tacaning  will  anhan 
tba  oaa  and  valna  of  cha  PolicyholdaT  Sacurlcy  Account  peopoaal  in  coonaecioa 
with  cha  uaa  of  cOBoa  auek  Is  aueh  accounta. 
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load*  md  OchT  Oh^ij|jrltmm.     iBvaatBuca  la  booda  and  oUmk 
abllcaclou  eao  b«  wad  IB  ill*  accouDC.     Ihac*  la  a  t™*'*!  llKitacloB  of  SI 
at  tha  accBuBC  Is  any  so*  coEpaiallBn ,  but  chii  la  incraaaad  to  251  If  cho 
obllsacloa  la  luacancaad  by  cb*  Uolcad  Sucaa  Savatnaaat. 

>aal  Baeata.     iDvaicaaata  la  laal  aacata  and  aoiciitaa  caanoc 
-  b«  naod  In  tha  account. 

iBvaatuwnca  In  ACtlllatad  Entltlaa.     Aliwat  lavatlably  coapanlaa 
vhlch  bavB  run  Into  dllflcully  In  lacant  yaan  have  gona  inanlvanc  vlth  a 

.    afflllaud  COBpanlaa.     Tha  [dob  and  ability  Co  ualpulaca  tha  valua  of  thaaa 

aacurlclaa,  Iba  ability  to  axehanga  aolld  liquid  aaaaca  Cor  aaaata  of  quaattonabla 
valua  iavBlvloi  aubaldlaly  at  affillatad  cocTOIaclona  aakaa  cha  potantlal  for 
abuaa  alaoat  uollalcad.     Accardlafly,  cheu|h  iha  Invaitaaac  coda  of  varloua 

eoacapc  of  cha  Pollcyholdar  Sacurlty  Aacouat  pcopoaal  doaa  not  paialc  Eha 
InclualOB  of  auch  InvaitMala  within  tha  definition  of  aaikaCabla  aacurlty  aa 
appLlad  to  tha    FoLlcyheldar  Sacuilty  Account  pcopoaal. 

Cemlaalonar'a  Dlacratlonarv  AuthorttT.     It  la  ballavad  that  aoaa 
diaccatlaaary  auEhoclEy  ahould  ba  glvaa  to  cha  CoiBilaaionar,  and  accordlntly  (D) 
pcDvldaa  In  a  cathai  conCTollad  Hay  Cot  auch  dlaciatlonacy  authoctcy.     Tbla 
patalca  tha  Co^daalonar  to  allow  caicalu  Invaataanta  to  ba  allglbla  foe  covacaga 
In  cha  Follcyholdar  Sacurlty  Account  avan  though  thay  do  not  cona  ulthln  tha 
daftnltlon  of  aackacabla  aecuElclaa  as  aat  foich  In  (A),   (B),  and   (C)  of  thla 
dadnltlon. 

Ona  axampla  of  cha  naad  for  thla  eacapa  dauaa  say  aufflca. 
Thaca  la  a  coapany  which  haa  a  fairly  lubatanclil  Invaatmant  In  so~callad  prlvata 
placaaanc  (ton  nunlclpalltlea  tioa  cha  itata  In  quaatlon.     Tha  ceaaon  foe  chaaa 
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'   CO  obtaia  raaaooabla  1 
on*,  and  (2)  to  Cunilih  capital  mpport  t 
aa  diffleuttT  tn  obcalolnt  fundi  la  th«  bond  aaikat.     Hatutally, 
liquidity  of  Ebaao  prlvaio  placaMiU*  v«ry,  but  aoaa  undoubudly 

Id  an  Invaataant  ••  at*  aoai  oueielpal  band*  puiebaaad  on  cba 


uoUipallclaa 


Inaolvancy  rund*  a 


a  lloaa  Ebac  aia  c 
d  to  b*  eovatod. 


t   et  FnHevholdi 


•r  Aeemm^,      lb* 


baalc  p 

rpo 

a  of  tha  at 

wlCh  el 

IM 

aialiwc  th* 

clalM 

ot 

at  urn  of  pn 

ts  pravUa  covataga  for  abliiatloaa  to  paraoaa 
,  aithar  policy  dataa,  thlcd  patty  clala*,  or 
Hancc,  ona  Baaaurloi  atlck  lavelvoi  tha  caaama 
oaaaa,  Iom  adjuatnant  aspaniaa  and  uooatnad  ptaaliia  rourvaa. 

In  Bany  laaolvaacioa  It  haa  baan  found  that  laoatvaa,  particularly 
taaarvaa  bava  baan  undarataiad.     If  thai*  la  a  |roaa  undaiatataBanc  of  ia««rva* 
Bueb  of  tha  prolactlon  of  cba  FollcTfaoldar  Sscurlty  Aceouat  la  loat.     To  juatd 
at  thla  poaaibilily,  an  alCamata  Maaura  la  usad,  7SI  sf  utlttan  piaalia. 

latcar  approach  la  tha  aol*  Miaura  Id  cb*  ptaaaac  Ullaola  Stacuia   (axcapt 
■Bunt  la  fiSI).     In  aoat  ea*«a  tha  "raaarva  Baaaura"  ahould  produea  a  Kraatar 


IE  ahould  bo  netad  chaE  cba  caaorva  at* 
an  imlqua  to  that  atat*.  Tharafora,  thla  previa 
bava  to  ba  tallotad  to  tha  apadflc  laquliaaants 
■uftaatad  chat  a  ipaclflc  rafaranea  ba  aada  to  Ch 
laqulra  tha  'rarlous  raaamo  for  loaoaa  and  loaa 


tti  la  MCh  individual  at  at 
a  of  tba  Bdal  bill  will 


action*  of  Eha  < 
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enly  applT  to  biuliMM  uitcua  In  cb* 


Ic  ihould  ba  a 


MMStlally  Uwt,  4ttb«ib  cb*  laqi 
'  •wll-na  eoapany,  aaoartbaliM ,  If 
Qt  Oh  >!*■  of  Eha  eoapnay. 
audlMd  by  Um  Iiuurnca  Doparcaw 
■CihIT  of  r*M  laaolvoiuloa  bwIo  b; 
tbo  DbUxI  Scotoi  SoiuM  pcloi  CO 
of  Hoodwrd  ud  FoadllUr  la  thai 


:aUiiig  of  $*0,000,00 


all  rutivai,  ragaidlai 
cecal  aMoimC  of  ■onay 

-vlll  ruB  Inco  bllllona  of  dollari.     A 
■  AoCliiuac  and  Monopoly  Subeaaaictaa  of 
OtHway  IniDlvoBcy  and  cosflnod  by  cti*  flra 


of  *0  BUlion  should  pcovido  aiipla 
CO  aTlaa,  unloaa  cha  paccan  of  pai 


.[■  t^aatar  Chan  10  nllllon  dollaca.  A  cap 
vacaia  foi  isic  pcoblau  which  ar*  likoly 
laaolvancloa  ia  alcaiad  draaclcally  In  ch* 


gpraltn  ,aBd  Allan  Inmrora.     Iba  Mvaia  bapiec  of  th»  iDaolvaoey  of 
a  tofifa  Mmpany  cannot  ba  dlaputad — tha  Cacaway  Inaolvoney  draBactctlly 
daBOnaciatoi  thla.     A  truly  offactiv*  proicaa  nuat  thactfoia  covar  (otaiga  and 
allan  coapanlaa.     A  pcDvtsioB  baa  EhaEator  baan  addad  to  covat  aliaa  and  foEoigB 
tuButara  for  cho  wrltlafa  dona  In  tba  stata  an*ctln(  tha  lav.     DuEtng  Cba  Mvaial 
yaac*  Chac  chl*  pcopoaol  has  baan  bafora  tha  tmluacry,   there  haa  been  aubatantinl 
eoDCtovoEiy  aa  to  ubathet  or  Dot  the  eaquliaHnt  abould  apply  to  fac*l(D  as  wall 


that  If  luch  a  lau  la  appliad  Co  fordtn 
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coapuilM,  th*  HUliacoTy  lav*  af  ■  nuabtc  ef  ttutt  muU  rciulc  In  raqulrlng 
thn  accauats  ba  anabliihad  In  *caC(«r(d  locacloai.     U(  do  not  bdlavi  chat 
chls  would  ba  Ch*  riault.     The  laEallatory  itaCutoa  would  not  b*  appLLtd  co 
■ucb  a  raqultiBaiit  and  avan  It  appllad,  th«  only  raault  would  b*  t  tiqulroaac 

*  hoaiH  atac*.     Tb*  llbaial  i 

ulc. 


ould  panlt  auch  a 


Cba  I 

•■tot*  In  tba  icaca  ef  doaldla 
pievtdad.  Howavar,  la  erdar  co 
racaiDlia  tha  lico  cl(hc*  et  fei 
Sacullcy  Accounc  of  Iti  doaaatli 


:uCa  has  ■  [inviiion  chat  If  a  alollar  law 
Cha  foraign  coopaay,  a  coaplaca  aiaapclon  i 
ilify  for  aucb  an  axaapclon,  chat  law  nuac 
m  inlolvancr  funds  agalnac  Che  Follcyholdar 


Sac  Hon 


Kainauranca  In  Afflltatad  Coapantaa.     It  la  abtolutaly  nacaaaary  ti 

Hlttaouc  luujua  difficulty.  On  cba  OCbai  band.  It  la  abaolutaly  aaaanclal  to  avoid 
any  problaa  of  phony  ralnauranca  with  affUlatei.  Such  arraniemanci  hava,  la  tha 
'  paat,  cauaad  dlfflcultla*.  Hoc*  tb*  problan  which  Involvad  the  Daalara  NatiBoal 
of  Taxaa,  and  which  lodlroctly  cauaad  ch«  Inaolvancy  of  Fldallcy  Ganatal  InauTanea 
Coopaay  of  Ullnola.  Ralnaucanca  of  Fldallcy  Genaial  In  Daalaca  Haclonal.  raaoval 
of  aoBa  of  FUallcy  Canaial'a  ptiaa  asut*  co  pay  for  tha  ralDoucaaca  and  aubaaquant 


'  in  cbls  draf c 
only  ^f  cha  j 
of  cha  1 


DaalsiB  coabinad  to  wrack  Fidality  Gv 
chac  affiliated  foreign  relnluceT*  cai 
tlliacad  cainiuraT  Itaalf  aacabliabaa 
■a  which  would  b(  required  weta  the  o 
loiaaclc  relniutere,  efflllaced  or  no 
:yholdaT  Sacullcy  Accounc*. 


cal.      It   1*  thaeaCoia  pcovt 


iiloai  DOC  *ad*  by  tha  doses tic 
attUlatad.  will  hava  to 
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U  la,  of 
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.     Accordingly, 


and  of  Ap] 
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la,  lapsrcanc  chat  tha  Insucsnce  Dapatcnani;  dataonln* 
luricy  Account  la  intact  and  Chat  tha  values  [h«c«lo 
ivarag*  for  tha  varloua  rasarvas  and  c 
.varal  ocana  of  iccoDpliihlng  this  ar 

L  mist  furnish  to  chs  co 
:lftad  tehadule  of  caah  and  ■ 
ilicyhoUar  Security  Accaunt 

nant  will  caka  ch*  llBC  of 

gavemlDg  valuation  of  lecurltlei  foe  annual 

0  dacaraica  cha  auct  amouuc  of  funda  in  tha 


of  April  ISth. 
.fora  June  1 


Laac  ic  ba  faa 

ad  chat 

tha  valuation  probln.  will  b 
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I.     Tha  nil**  of 
*uClierlC]P 


PTopowt  that  a  eoBp^nr  which  h«*  ■ 


.ch  aay  b*  la  sJuky  clrcuaiunc*** 
fn  AppIiTf  of  cour**,  but  th*  coBBl*alon«r  1*  f^vcD 
id  ■  ichadul*  of  cha  caih  and  Htkacabla  aacurlcl** 
:lfle  cIbn.     It  haa  b**a  aot*d  by  caaa*iitacoit  on  chl* 


followlnt  ch*  ■ubBlialon  of  cb*  BOnchly  ichadul*  and 
■.lam  sf  cb*  n»c  iBDCbl;  ichadul*  of  cr*ii*aecion*  1*  du*. 

cha  cosaiaaloaae  haa  Che  auctiorlcy  Co  go  In  at  any  tl>a, 
.ca  CO  cba  cuatodlan,  and  dasand  a  achadula.     If  Cha 
:  will  do  chla  on  occialaa,  cha  taai  of  dacacclon  ahould 

■anagaaanca  vhlch  nay  ba  dallbaracaly  Incandlng  to  play 


iring  p 


Lppioval  of  a 
90-4ay  pailod 


vlchdranl  of  BDia  than  101.     If  total  uicbdra 
aicaad  lOX  of  cha  Follcyholdac  Sacuricy  Accoud 
*iat  ba  concaccad  and  appioval  obcalnad. 
1.     Hanchly  npocc  of  cranaaeclona.     Subacctlen  (c}C2)  of  cha  daflnj 
of  euacodlan  laquliai  chac  cha  cuatodlan  fuml 

during  tha  pracading  10  daya.     Again,  >o*t  coBpaolaa  vlll  hara  lltda 
or  DO  acClvlcy  In  Cha  account  dmlng  a  glvan  noach,  and  than  will  ba 
a  rapoic  aaialy  acaclng  thac  no  activity  haa  cakao  placa.     HotfBtat, 
(oc  Choa*  cOBpanlaa  iihlcb  suat  tnaova,  aubatltuca  oc  axchanga 
la  a  glvan  aonch,   chia  caporc  will  go  to  cha  co^laalonar  and 
audit  aactton  will  hava  an  oppottualty  CO  conaldar  Cha  tapact, 
of  luch  raaoval  or  aubctltuCioa.     It  ahouid  ba  notad  Chat  bani 


U,    fUE 


araly  aand  a  copy  of  ch«  tranaacclon 
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Tbc  coulanlantc  !■  patnltcad  to  illm  Iniuiari  Eo  Eik*  cradle 
toe  ■acuclclu  Bilntalned  vlch  ■  cuicodiaa  by  undarwiitlng  (Moclaclon 
peela  ind  lyodlcact*.     As  noiwl  above,  cs^anlca  aa  a  Baccac  ot  right 
eiD  taka  ciadlt  for  aacuclclas  an  dapoalc  ulch  acatea. 

i  wlchia  a  parlod  of  doc  uora  chan  90  daya.      Ic  li  augaaatad  chal  Id 


clou  ahould  be  glva 


Tha  co^any  miat  [aipood  Co  cha  cenalaaionac'a  ordai 
aa  OTdac  aa  pcovidad  for  In  tha  Rahabillcsclon  oi  Llquldactea 


Tha  Failure  co  Conuly.     Moat  % 


t  havt  a  ptevlalon  In  thalt  llquldac 


c  vhieh  auChorliea  earcain  action  by  cha  comtaa 
aolvaacy  haa  noC  yet  baan  aacabllshad.  It  ii 
etlon  ia  appropriate  am)  is  alnoat  avsty  caa< 
■Blaiionar  aufflciaot  authority  to  taica  whad 
proprlate,  dapanding  on  tha  aaTleuaaaaa  of  t: 
curity  Account,  cha  anount  of  cba  daflciancy 
a  kooHladsa  of  cha  comiiaioaeca,  etc. 


aar  avan  thBu|h  a  condition  of 

ived  that  rafarance  ca  thla 

•  aacclen  affords  the 

cateetlva  acclga  Bight  ba 

Lure  to  naincain  tha  Pollcybotdar 

t  conditions  axiatlng  Hlthla 


Invaatnent  Freedon.     Subsection  (a)  apalla  ouc   .  Cha  face  that 

which  oatncain  cha  account  may,  ulchout  queatlon,  wichouc  prior  authority,  o 
Hlthouc  any  castilction  vhatacavar,  subattcuc*  or  exchanga  cash  or  oarkecabl 


Tha  only  c 


•   Chac 


hange 
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Hcuticlas  vltb  aa     aqual  valua  bainji  anchangcd  for  thoa*  raaovad  fraa  th* 
■eceuac.     Iha  loauTaae*  coapanj  at  lea  pacll  luko*  Cha  daelalon  a*  ce  th* 


Tha  only  |«aar*I  aicaptlon  ct>  thli  ml*  la  cancalnad  in  Subparatiaph 
(■).     Pilar  apyloval  frea  tha  coBBlaalonec  muat  be  obtainad  for  a  cOBpany  to 
Hlthdcaw,  1b  any  90  day  pattod,  101  or  aara  of  It*  acceunc. 


Jettcl 


uhlch  hava  allppcd  and  uhich  hava 
Cba  piovlalana  uadar  Saccloaa  S  and  i.  Id  chii 
bla  dlaciation  say  laqulra  pcloc  noclce  fien  cl 
aubatltuclon  oi  axchanta  of  caah  or  oarkaiabla 
thla  caquiranac  la  axtraoaly  lapoiEint  bacauai 
tha  piopac  valiw  In  a  pBllcyholdei  Sacurlty  Aci 
Innocaaea  and  vlchout  any  loHnclon  Ca  raduci  i 
(iDanclal  H^Ucatlcaa,  Boia  oftao  chaa  not,  f< 
Indlcaca  Incipient  or  axlsctns  pEOblau.  Than 
tha  right  Co  raqulra  piioi  ootlca  of  ulchdiaHa: 


iqutcad  CO  alislnat*  c 


tioaa  conpaalaa 
lafldency  uodai 


laa  of  any  ultbdraHal, 
la.     It  la  balland 


L,  nor  ulthouc  any 

ulntala  tha  accour 


Bvokiai  of  Saeclon  6 


y  iodlvl 


iny. 


mt  a  ballaa,  with  cenplato  Invaa 

tha  eoBpany  ulthla  tha  llnlcad  r 

1.     To  nota  that  tha  only  liana  or  p 

tha  onaa  glvan  tg  Inselvency  Eun 


DigiLizedbyGoOglc 


SOH  coapuLci  Blghc  find  loadUta  CDBpLionco  with  chii  ai 
(•quli*  10^  ilpilflcwc  chuia  In  Invastunt  pclicy.  Far  this  raui 
taqiilraBMiEi  ari  phasad  in  dvsi  •  tbtt*  yetj  patiod  to  peimlc  an  ocdi 
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th*  1 


n  la  Ch«  KodBl  HMC  lol 


Folieyhaldar  Sacuilcy  Account.  Thli  Uan  c 
of  ■((■•anaaca  Co  tha  Induicry  for  Inanlvan 
pollcyhnldara  of  vall-run  coapanlea. 

A  provlaloQ  tua  ba«a  iocludad  vtiL 


iva  ch*  fund  >  lUi 


ulLl, 


■11  autat  le  toacc  tuch  a  lav,  Including  a  llan  on  the  Felleyholdai  Sacutlty 
Accouac  IB  favor  of  cba  Cuaranry  funda  of  other  scaEea  with  Foticyholdtr 
Sacuilty  Accounc  acacutca.     In  any  aiata     utilcb  enacca  thla  provlalon,  in 
"doaaaclc"  Inaolvancy  fund  vlll  bo  glvas  a  pro  rata  llan  on  ch«  Follcyholdar 
Sacuricy  Ac»uat  nf  any  faialpi  csapaoy  uhlch  ba*  (ona  Inaolvanc  and  vhoaa 
■taia  of  doolctla  hat  anaccad  chla  modal  law. 
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The  Chaikhan.  Thank  you,  Mr.  Hiestand. 

Our  last  witness  is  Dr.  Reinmuth.  Dr.  Beinmuth,  go  ri^t  ahead, 


STATEUENT  OF  DENHIS  BEmHTITH,  DIRECTOB  07  SPECIAL 
FBOJECTS,  LEAaUE  mSTJIlAlICE  GEOTTF 

Mr.  Reinmxjth.  Thank  you,  Mr.  Chainnui. 

My  name  is  Dennis  Reinmuth  and  I  am  representing  the  League 
Insurance  Group  of  Southfield,  Mich.  I  will  keep  my  comments 
very  brief. 

I  would  like  to  mention  that  our  general  counsel,  Mr.  Jack 
Birkinsha,  was  planning  to  be  here  but  he  also  is  recovering  in  the 
hospital  from  surgery,  so  I  bring  his  regrets. 

Let  me  explain  just  a  little  bit  about  the  background  of  the  League 
Insurance  Group  which  consists  of  League  Life  Insurance,  League 
General  Insurance  Co.,  the  automobile  insurance  affiliate.  By  national 
standard  we  are  not  very  large;  however,  League  Life  is  Michigan's 
largest  domestic  life  insurance  company  providing  over  $5  billion 
worth  of  life  and  disability  protection  to  over  2.5  million  credit  union 
people  in  the  States  of  Michigan  and  California  and  League  Greneral 
currently  insures  100,000  motor  vehicles  in  Michigan  and  three  other 
States. 

I  should  also  mention  that  we  are  members  of  the  American  Coun- 
cil of  Life  Insurance,  so  therefore  I  guess  we  must  be  the  minority 
of  one  who  objected  to  their  report;  we  are  also  a  member  of  tlw 
National  Association  of  Independent  Insurers. 

The  League  Insurance  Group  has  had  a  long  interest  in  this  whole 
area  of  Federal  versus  State  regulation  and  what  I  would  like  to 
do  is  to  quote  our  president's,  Robert  Vanderbeek,  testimony  before 
Senator  Hart  in  the  Senate  Antitrust  Mtmopoly  Subcommittee  10  years 
ago. 

Here's  what  he  said. 

In  a  democracy  tbere  Is,  I  believe,  substantial  value  in  bavlng  "altemativeB 
and  dispersion  of  power"  even  wben  tbe  result  la  somewbat  less  efficient 
than  wltb  centralized  control.  It  would  seem  to  me  that  what  la  probably 
desirable  is  a  combination  of  both  Federal  and  State  regnlatlon  of  Insurance. 
HiU  la  the  approach  used  in  Canada  (I.e.,  an  Insarance  company  can  have  a 
Federal  or  Provincial  license).  It  la  also  ttie  approach  used  in  reKuLatlng  the 
banks,  aavliiE  and  loana,  and  credit  anions  In  the  United  States  (I.e.,  Federal 
and  State  charters).  I  believe  that  within  the  next  few  years  many  Insurance 
executtves.  particnlarly  of  large  companies,  wlU  recogniae  the  desirabllltr  of 
certain  types  of  Federal  regnlattcm. 

In  1969  we  reiterated  that  position  during  the  same  committee's 
general  hearings  on  the  insurance  industry.  So  fundamentally,  we 
support  the  concept  and  objectives  of  E.  1710,  particularly  the  con- 
cept of  a  Federal  insolvency  fund  which  is  prefunded  rather  than 
operating  on  an  assessment  basis. 

There  have  been  comments  today  about  the  problems  with  GEICO. 
I  can  assure  you  that  2  years  ago  many  companies,  including  our  own. 
were  very  concerned  with  respect  to  that  situation,  and  because  of 
the  nature  of  the  State  insolvency  funds  operating  on  a  postassess- 
ment,  we  would  have  been  subject  to  assessments  right  at  the  point 
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of  time  when  we  were  having  financial  problems  because  of  the  diffi- 
culties during  that  period.  So  I  think  it  would  have  had  a  serious 
impact  if  GEIGO  was  allowed  to  go  under.  Of  course,  GEICO  did 
survive  and  we  are  all  happy  about  that,  but  I  think  we  have  to  be 
concerned  in  the  future  that  we  do  not  let  policyholders  suffer  because 
of  something  like  that,  and  particularly  of  the  impact  on  small  com 
panies  and  a  lot  of  large  companies. 

We  fJso  support  the  Federal  chartered  idea.  As  I  pointed  out  in 
Mr.  Vanderbeek's  comments  or  statement,  we  are  used  to  that  concept 
with  credit  unions  being  both  federally  chartered  and  State  charter^. 
We  think  the  concept  of  financial  regulation  by  the  Federal  Govern- 
ment automatically  comes  with  the  Federal  solvency  guarantee,  and 
we  believe  that  makes  sense.  That  doesn't  mean  that  we  don't  have 
specific  comments  and  suggestions  to  make  and  part  of  the  statement 
includes  two  letters  that  were  sent  to  Senator  Brooke  and  Senator 
Proxmire  outlining  some  of  our  specific  comments  on  the  bill. 

We  recognize  that  no  bill  is  perfect,  and  we  hope  that  you  and  your 
staff  will  examine  our  comments.  I'd  say  most  or  our  suggestions  in- 
volve the  very  tricky  area  of  the  relationship  of  State  versus  Federal 
authority,  but  I  believe  that  particular  problems  can  be  worked  out 
in  a  good  bill. 

So  that,  in  essence,  is  our  position,  and  we  would  be  happy  to  give 
any  assistance  we  can.  ThanJi  you. 

rCcsnplete  statement  follows:] 
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STATEMENT  BEFORE  THE  U.S.  SBKATE  COHHITTEB  OH 

BAHKING,  HOUSING  AND  URBAN  AFFAIRS  OH 

S.ITIO,  "THE  FEDERAL  INSURANCE  ACT  OP  19TT' 

NASHINGTON,  D.C,  GEPTEKBEB  14,  1977 

BY  DENNIS  F,  BEINMUTH,  Ph.D.,  C.L.U,,  C.P.C.U., 

ASSISTANT  TO  THE  PRESIDENT  AND  DIRECTOR  OP  SPECIAL  PROJECTS 

LEAGUE  INSURANCE  GROUP,  SOUTHFIELD,  MICHIGAN 


Hy  name  is  Dcr.nis  Relnmuth.   I  wish  to  otter  teBtimony  in  support 
of  S.lTlO  on  behalf  of  the  League  InBUcance  Group.   League  iDior- 
ancc  Group,  consisting  of  League  Life  Insurance,  League  General 
Insurance  Conpany,  and  related  service  organiiations,  is  wholly 
owned  by  the  Michigan  Credit  Union  League.   League  Life  is 
Michigan's  largest  dosieBtic  life  insurance  conpany,  providing 
ovar  $S  billion  of  life  and  diiabiltty  insnranca  protection  to 
over  tvo  and  one-half  Billion  residents  of  the  states  of  Michigan 
and  California.  League  General  was  organized  in  19S9  and  already 
is  aaong  Michigan's  twenty  largest  automobile  inaarers  insuring 
nearly  100, OOQ  motor  vehicles  in  Michigan  and  three  other  states. 

He  have  a  keen  interest  in  the  problem  of  Interstate  insurance 

operations  and  regulation.  He  have  long  supported  the  concept  ot 

dual  regulation.   In  19GT,  as  part  of  testimony  before  the  Senate 

Anti-trust  and  Monopoly  Subconraittee  under  the  chairmanship  Of 

Senator  Hart  on  the  subject  of  consumer  credit  Insurance,  our 

President,  Robert  E.  Vanderbeek,  suggested  some  form  of  dual 

regulation.   I  would  like  to  quote  a  portion  of  Mr.  Vanderbeek'a 

testimony  in  19GT; 

*In  a  democracy  there  is,  I  believe,  substantial  value  in 
having  'alternatives  and  dispersion  of  power'  even  when  the 
result  is  somewhat  less  efficient  than  with  centralited 
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control.   It  MODld  seen  to  me  that  what  la  pcobably 
desirable  ia  a  combination  oE  both  federal  and  state 
regulation  of  insurance.   This  is  the  approach  used  in 
CajlBda  (I.e.,  an  insurance  con^any  can  have  a  federal 
or  provincial  license) .   It  is  also  the  approach  used 
in  regulating  the  banks,  saving  and  loans,  and  credit 
unions  In  the  United  States  (i.e.,  federal  and  state 
charters).   I  believe  that  within  the  next  few  years 
Deny  insurance  executives,  particularly  of  large 
coBipanleSi  will  recognize  the  desirability  of  certain 
types  of  federal  regulation." 

Ha  reiterated  that  position  during  the  same  committee's  general 

hearings  on  the  insurance  industry  in  1969. 

S.ITIO,  "nie  Federal  Insurance  Act  of  1977",  would  establish  a 
regulatory  system  that,  to  a  significant  degree,  fulfills  the 
objectives  of  protecting  the  interest  of  the  insurance  consumer 
while  avoiding  the  confusion  and  wastefulness  of  duplication  and 
overlap  of  state  and  federal  regulatory  authority.  He  do  feel 
that  iaprovenents  can  be  made  to  further  the  general  objectives 
of  S.ITIO.  Our  Secretary  and  General  Counsel,  Jack  E.  BirXinsha. 
has  subnitted  by  letter  to  Senator  Brooke  two  memorandusis .  dated 
July  2G,  and  August  1.  1977,  respectively,  which  contain  detailed 
cosraents  and  suggested  changes  in  S.ITIO. 

The  suggested  changes  concern  the  strengthening  of  the  unfair 
discrimination  provisions  of  the  bill;  suggestions  for  further 
consideration  and  refinement  of  the  interrelationship  of  state 
and  federal  regulatory  authority!  regulatory  flexibility  at  the 
federal  level  In  situations  in  which  neither  competition  or 
the  anti-trust  laws  is  adequate;  and  other  technical  improvements 
in  the  areas  of  terminology,  the  mesh  between  reinsurance  srrange- 
nents  and  federal  guarantee  of  insurance  obligations,  and  provision 
relating  to  the  federal  guaranty  system.  The  memorandum  of 
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August  1,   19TT,   includes  drafti 
Incorporating  oue  proposed  cevis: 
letters  and  oeBoranduiiis  of  Hr.   Bj 
careful  consideration  and  analys: 


endatory  language  for  sections 
I  would  like  to  submit  the 
cklnsha  for  tha  record  for  your 


10  would  represent  a  breakthrough 
such  a  law  would  provide 


Me  believe   that  enactment  of  8.1' 

for  insurance  regulation 

•Igniflcant  protection  and  benef: 

We  commend  this   Cananittee  and   its   staff   for   the   superlatii 

effort  evidenced  In  this  bill. 


.    Brooke,  dated  August  1,   1977. 
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Hi 


L£AGUE 

INSURANCE 
CROUP 


July  2i,    1977 


Bonorable  Edward  H.  BEOOke 
United  States  Senate 
Huhlngton,  D.   C.      2D510 


:  Federal  Insuranca  Act  of  1 


.be  given  to  identifying  i 
wice  consumer,  and  care  n 
■liield  for  in EU ranee  opei 


8.^710,  -The  Federal  tnaurance  Act  of  1977*,  would  estabtish  a 
xegulatory  Eyatem  that,  to  a  significant  degree,  fulfills  thos 

the  history  of  insurance  regulation  premised  on  protection  of 
public  InteiBEt  and  would  piovide  a  aodel  for  the  succcsaful  1 
Ration  of  consumer.  Industry,  and  govetnoent  interests-  Vou 
your  staff  are  to  be  contended  highly  for  this  accompllshneht. 

Kven  with  the  regard  that  He  have  for  the  work  that  you  have  d 
to  date,  however,  we  do  feel  that  Improveincnts  can  be  made  to 
further  the  general  objectives  of  your  proposal. 


should  t: 
1  unjui 


Ifiat 


!  fully  a 


_.  .  .  .  .  g  of  insurance.  Second,  wa  believo  that 
there  is  need  for  further  consideration  and  specification  of  tho 
Interrelationship  between  state  and  federal  regulatory  autliority, 

the  business  of  Insurance.  Third,  in  dealing  with  that  interrela- 
tionship, we  believe  that  it  would  be  in  the  interest  of  the 
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Insurance  consumer  to  provide  for  regulatory  Eloxlbllity  at  tho 
federal  level  to  deal  with  situations  in  which  competition,  al- 
bolt  fully  in  compliance  with  tho  antitrust  laws,  docs  not  serve 
as  en  adequate  and  acceptable  regulator  oC  the  business  of  in- 
BUranca.  Finally,  we  beliovc  that  some  technical  inprovencnts 
can  be  nade  in  thO  bill  in  the  areas  of  terminology  and  the  ncsh 
between  reinsurance  arrangements  and  federal  guarantee  of  insur- 
ance obligations. 

Bach  of  these  matters  is  dealt  with  in  greater  detail  in  the  en- 
closed ncnorandun.  I4e  would  be  happy,  of  course,  to  discuss  all 
or  any  of  these  matters  with  you  or  your  staff  at  your  convenience 
and  we  would  be  most  appreciative  of  an  opportunity  to  present  out 
thoughts  at  the  hearings  to  be  held  on  S.ITIO. 


j:::Mf~^i.4.~^ 


cc;   Honorable  Hilliara  Proxmire 
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HENORMnniH 

>Bi  S.1710,  'The  Pedecal  Insurance  Act  c 


Antidlsc 


July  J6,  1977 


In  an  effort  to  promote  revitalized  adherence  to  the  basic  prin- 
ciples of  insurance,  and  to  assure  greater  fairness  and  equity  in 
the  availability  of  essential  insurance  coverages  on  an  objective 
basis.  Many  states  have  recently  raade  significant  additions  to  the 
traditional  prohibitions  of  discrimination  based  upon  race,  religion, 
and  national  origin.  Michigan,  for  example,  now  prohibits  discrim- 

surance  made  available,  based  on  residence,  age,  handicap,  or  lauful 
occupation  bear  a  reasonable  relationship  to  the  extent  of  the  risk 
or  the  coverage  to  be  issued.  (H.C.L.A.  $500.2027.]  Other  states 
have  adopted  sinilar  measures  (e.g. ,  Ore.  Admin.  Rules,  Rule  IC-Gl, 
effective  January  1,  19  751,  while  others  have  extended  such  prohi- 
bitions to  additional  classifications  (e.g..  111.  Ins.  Dept.  Rules 
t  negs..  Rule  26. 0<,  effective  July  1,  UtS)  . 

TbK   desirability  and  necessity  of  creating  a  uniform  standard  for 
prohibition  of  discriminatory  practices  is  recognized  in  subsection 
107(0)  of  &.1710-   Id  this  specific  context,  the  requirement  is 
applicable  to  all  federally-guaranteed  insurers  to  ensure  non- 
discriminatory availability  of  that  for  which  the  federal  government 
provides  a  significant  financial  baclcup. 

Such  a  provision  is  of  even  more  significance  in  the  'Federal  In- 
■urance  Act  of  1977"  in  relation  to  the  reliance  upon  competition 
•a  the  rate  regulator  for  federally-chartered  insurers.  As  empha- 
•iied  in  the  recent  report  of  the  Michigan  Insurance  Bureau,  'Essen- 
tial Insurance  in  Michigan  -  An  Avoidable  Crisis"  (March  H,  1977), 
one  cannot  deal  with  questions  of  insurance  availability  and  rate 
regulation  as  if  they  exist  in  separate,  independent  vacuums;  rather, 
'  they  are  necessarily  interrelated  and  interdependent  and  must  be 
dealt  with  on  that  basis. 

Ihe  primary  thrust  of  Title  II  of  S.1710  (providing  for  federal  in- 
•nrance  charters)  is  the  promotion  of  competition,  especially  as 
the  regulator  of  rates,  within  the  business  of  Insurance,  within 
the  context  of  the  voluntary  system  of  federal  guarantee  and  federal 
bartering,  it  would  be  impractical  and  counter-productive  to  con- 
struct a  special  system  for  insurance  availability  as  a  countcr-balanc 
to  open  competition  rating;  federally-chartered  insurers  cannot,  for 
exwple,  be  mandated  to  take  all  applicants  under  a  full-insurance- 
availability  type  of  system  when  state-chartered  competitors  are  not 
•ubjcct  to  the  same  requirement.   The  federal  system  can,  hovcver. 


DigiLizedbyGoOglc 


go  far  in  requiring  objective,  justifiable,  and  non-dlscrininatory 
bases  foe  the  provision,  classification,  and  rating  of  insurance  by 
federally-chartered  insurers,  thereby  requiring  that  the  effects  of 
conpctition  be  fair  in  relation  to  the  consumer  as  well  as  In  rela- 
tion to  other  competltocs. 

Unfortunately,  the  language  of  subsection  lOTIcl  does  not  go  quite 
far  enough  in  this  regard,  makes  the  mistake  of  paralleling  state 
provisions  that  rely  primarily  on  "laundry  lists"  of  characteristics, 
and  places  too  much  reliance  on  correlation,  which  docs  not  neces- 
sarily  describe  causation,  as  the  basis  for  empirical  justification 
of  the  use  of  given  criteria. 

Basically,  the  motivation  for  any  Hnti-discriiDination  pcovlsion  is 
to  prevent  reliance  on  arbitrary,  subjective,  and  unjustifiable 
criteria  as  bases  for  refusals  to  insure  and  in  developing  rates 
And  rating  classifications.   Discrimination  on  such  bases  could  be 
prohibited  without  specific  mention  of  any  of  the  types  of  criteria 
involved!  however,  society  has  properly  seen  fit  to  prohibit  use  of 
certain  criteria,  e.g. ,  race  and  sex,  even  though  data  can  be  pro- 
duced that  objectively  demonstrate  at  least  a  correlation  between 
those  criteria  and  insurance  loss  exposure. 

To  inplement  the  desired  objectives  of  prohibiting  unfair  discrim- 
ination and  promoting  a  fair  competitive  system  to  a  maxinun  degreei 
.  we  would  recommend  substitution  of  the  following  for  subsection 
l(l7(cl  of  S.1710: 


.(1)   refuse  to  insure  or  continue  to  insure,  or  limit  the 

anount  of  coverage  available  to,  an  individual  or  risk 
on  the  basis  of  age,  sex,  race,  marital  status,  national 
origin,  or  any  characteristic  that  does  not  bear  a 
Btatistically  significant,  reliable,  and  objective  rela- 
tionship to  the  extent  of  the  risk  or  the  covetags 
Issued  or  to  be  issued;  or 

(2)   classify,  or  charge  a  rate  or  premium,  unless  the  clas- 
sification, rate,  or  preniun  is  reasonably  predictive 
of  and  bears  a  statistically  significant,  reliable,  and 
Objective  relationship  to  actual  and  credible  or  reason- 
ably predictable  loss  and  expense  experience. 

Open  Competition  Ratemakinq 

By  virtue  of  the  provision  of  sees.  109(c),  203(a)(4),  and  304(a](4], 
subject  to  minor  exceptions  stated  in  the  latter,  federally- chartered 
Insurers  arc  exempted  from  state  rate  regulation  and  are  subjected  to 
the  applicability  of  federal  antitrust  laws.  Provision  is  not  made 
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for  rate  regulation  of  any  ktnd  by  the  federal  regulator. 

Subject  to  the  qualifications  stated  ^bove  concerning  anti- 
disc  c  in  inat  ion  provisions  and  those  follauir.g.  this  can  lead  to 
■  Batisfactory  and  adequate  system  of  bonof  t  to  the  insurance 
consumer.   Some  of  the  specific  provisions  Of  the  bill  could  be 
improved,  however,  to  effect  more  appropriately  the  intent  of 
the  bill. 

-  Compliance  by  federally-i 


with  state  laws  regarding  policy  forms  is  specifically  required  by 
•ec.  203(b) (4) .   Even  though  that  requirement  is  coupled  with  an 
•xception  as  to  'laws  relating  to  rates  or  premiums,"  the  oppor- 
tunity for  state  control  over  rates  indirectly  through  regulation 
of  forms  end  benefits  is  significant  and  ought  to  be  foreclosed. 

Currently,  perhaps  the  most  pervasive  example  of  indirect  rate 
control  is  found  in  relation  to  disability  insurance  generally 
and  credit  life  and  disability  coverages  specifically.   Benefits 
under  these  coverages  are  generally  required  to  be  reasonable  in 
relation  to  premiums  charged;  rates,  gp£  se ,  are  not  subject  to 

lation"  in  relation  to  individual  disability  coverages  and  "bench- 
nark  loss  ratios"  and  "prima  fiicie  rates  for  credit  1...  ,-.nd 
disability  coverages.  It  is,  at  bos;,  qui  -..■  ..'  !!■  ■-.'.  v.tir  these 
forma  of  indirect  rate  reoulation  would  be  precluded  by  the  excep- 
tion to  the  requirement  of  sec.  ;03(a)(4),  and  it  is  safe  to  predict 
that  similar  forms  of  regulation  would  be  made  applicable  to  other 
coverages  to  the  extent  that  the  203(a)(4)  exception  proved  inadequal 

It  is  appropriate,  in  delineating  the  federal/state  regulatory  inter- 
relationship, to  continue  state  authority  to  require  the  mandatory 
offer  of  certain  coverages  (e.g. .  no-fault  automobile  insurance]  and 
to  require  or  prohibit  certain  provisions  in  relation  to  specific 
types  of  coverages  (e.g. ,  some  life  insurance  mandatory  policy  pro- 
visions, prohibition  of  'contractual  cross-references  to  charter  or 
bylaws  requirements,  etc    It  is  questionable  if  it  Is  necessary 
lor  that  purpose  to  allow  state  retention  of  the  power  to  approve 
policy  forms   especially  when  approval  is  contingent  upon  benefits 

ba  used  directly  or  indirectly  to  control  rates. 

(Similarly,  policy  provisions  required  by  the  life  insurance  "non- 
forfeiture laws'  mandate  the  use  of  certain  mortality  tables  and 
Interest  assumptions,  with  a  direct  effect  on  reserve  requirenenta 
contrary  to  sec.  204(a) (1)  and  an  indirect  effect  on  premiums 
charged.) 

Ke  suggest  the  following  revision  of  the  lariguage  of  sec.  203 (a]  (4) 
tidilch  has  the  added  advantage  of  further  promotion  of  competition 
vlthin  the  business  of  insurance)  and  a  specific  exemption  from 
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state  contractual  focm  approval  requircncnts  umlor  sec.  204 (a) t 

Sec.  303.  (a)... 

[4]  that  the  contracts  of  insuranco  or  suretyship 

this  Act  and,  with  the  exception  of  (A)  laws  or  regulations 
relating  directly  or  indirectly  to  rates,  prcmiumE,  or  re- 

by  rule  determine  to  impose  an  unnecessary  or  inappropriate 
burden  on  competition  in  view  of  ths  purposes  of  this  Act, 
that  such  contracts  are  in  compliance  with  any  applicable 
laws  or  regulation  of  the  State  or  States  in  which  the  con- 
tracts are  issued  or  proposed  to  be  issued. 

Sec.  204. (a)... 

(x)  which  require  the  approval  of  insurance  policies; 

Alternative  rate  regulation.  -  Sec.  204  (a)  (4) ,  In  exempting  fcderally- 
Chartercd  insurers  froni  state  rate  regulation,  provides  for  the  re- 
tention of  state  authority  over  rates  related  to  residual  market 
Mechanisms  and  those  related  to  'any  line  of  insuranco  (other  than 
ceinsurancc)  in  which  the  Cominission  determines  that  the  insurer 
completes  principally  for  the  producers'  business  rather  than  the 
business  of  the  ultimate  consumer.*   The  meaning  o£  the  quoted 
■  phrase  is,  at  best,  uncertain,  especially  in  the  absence  o£  any 
definition  of  "producers".   Presumably,  the  exception  is  directed 
at  situations  in  which  so-called  "reverse  competition"  results  in 
choice  of  the  highest-rate  coverage,  the  classic  example  being  in 
the  field  of  credit  life  and  disability  insurance. 

luiy  exception  directed  at  the  classic  'reverse  competition'  situa- 
tion should  be  iDore  clearly  drawn.  Even  ntore  important,  however. 
It  should  be  recognized  that,  first,  retention  of  state  rate  author- 
ity in  that  specific  area  is  undesirable  in  view  of  the  purposes  of 
the  act  and,  second,  rate  competition  in  other  situations  often 
Morks  to  the  disadvantage  Of  the  insurance  consumer. 

First,  the  classic  response  of  state  regulation  to  'reverse  compe- 
tition' in  credit  insurance  has  been  a  system  of  rigid  and  inflexible, 
■bench-mark  loss  ratios'  and  'prima  facie  rates*.   Invariably,  the 
imposition  of  these  requirements  has  led  to  the  evolution  of  in- 
creasingly complicated  and  inflexible  measures  designed  to  close 
the  loopholes  inevitably  found  by  those  who  would  evade  the  purposes 
of  the  regulation.   (See,  e.n.,  Calif,  ftdrain.  Code  SS2248.1  -  2248.25; 


!* 


Calif.    Ins.    Dept.    Bulls.    73^  73-9,    73-10,    73-11.) 

•he  ultimate  result  of  these  developnents ,   which  have  only  arguably 
provided  any  meaningful  long-tem  consumer  protection,  has  been  to 
prevent  competition  as   to  forms  of  coverage  provided  by  insurers 
which  wish  to  comply  with  the  Intent  and  letter  of   tti«  law  and   to 
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!  competition"  situation,  tl 

lere  ace  other 

E  insurance  in  «hich  co^poC, 
work  as  an  effective  regul, 
*ith  Che  antitrust  laws,  ant 

,tor  of  rates! 
i  to  which  the 

IJ  will  not  apply.   Potenti; 
or  adverse   effect  upon  the 
;ory  operation  of  the  insur; 

>lly  the  niost 
ince  mechanism, 

delay  o'  preclude  introduction  of  new  admiiilstratlve  systems  of 
benefit  to  the  consumer  that  do  not  "fit*  into  the  inflexibly 
prescribed  molds  (e.g. ,  outstanding -balance  premium  payments  in 
lieu  of  single  premiums].  In  addition,  inertia  and  the  effects 
of  political  preSBuiQ  have  Often  resulted  in  the  imposition  of 
demonstrably  inadequate  rates  for  credit  insurance,  creating 

"  lal  for  insurer  insolvency  and/or  constriction 

Both  the  anti-competitive  effects  of  traditional  regulatory  systems 
and  the  potential  for  adverse  effect  upon  the  financial  stability 
of  federally-chartered  insurers  are  contrary  to  the  purposes  of 
£.1710  and,  therefore,  argue  strongly  against  the  inclusion  of  the 
exception  found  in  subpart  (B)  Of  sec.  20fl  (ajl*)  . 

Boyond  the  classic  're 

segments  of  the  businc 
in  fact  probably  will 
oven  with  full  compile 
exceptions  of  sec.  204 
serious  of  these,  in  t 
ir  and  upon  sati 

within  the  field  of  personal  lines  property  and  liability 
Insurance. 

Within  this  area,  and  unique  within  the  context  of  business  conduct 
generally,  the  personal  lines  property  and  liability  insurer,  as 
seller,  picks  and  chooses  atnong  those  to  whom  sales  are  made.  Often 
traditionally  on  subjective  arbitrary   and  un  ustifiable  bases. 
Experience  has  proiren  that  when  rates  for  these  lines  are  not  sub- 
ject to  regulatory  control,  i.e.  when  Open  competition  rating  is 
introduced  without  raore,  rate  "competition*  quickly  evolves  into 
pricing  an  unwanted  segment  out  of  the  voluntary  market  with  con- 
sequent enlargement  of  the  involuntary  or  "residual"  market.   Even 
Ijl  relation  to  the  "desired"  segment  of  the  market,  "competition" 
OBOng  insurers  more  often  than  not  leads  to  ever- increasing  com- 
plexity of  rating  classification  systems  and  fragmentation  Of  the 
market,  making  it  virtually  impossible  for  any  insurance  consumer 
to  be  adequately  informed  about  available  choices  within  the 
marketplace. 

Although  a  broad  antidiscrimination  provision,  as  previously  sug- 
gested, will  go  far  in  limiting  the  adverse  consequences  of  auch 
ioms  of  canipi>titi(:in,  that  is  not  of  itself  sufficient  for  this 
purpose,  and  it  is  not  a  aatlsfaetory  means  for  providing  for  un- 
.  contemplated  and  unforseeable  adverse  effects  of  competition  within 
specific  segments  of  the  business  of  insurance.   Ewen  the  carefully- 
considered  and  highly-sophisticated  proposal  of  the  Michigan  Insur- 
ance Bureau,  "The  Essential  Insurance  Act  of  1977",  recognizes  the 
potential  for  difficulty  within  a  truly  competitive  rating  system 
and  the  necessity  for  imposition  of  alternative  systems  on  a  flexible 
basis. 
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and  even  in  the  absence  of  'cut-throat'  competition  (which  could 
be  dealt  with  under  the  antitrust  laws),  an  insurer  could  become 
so  over-zoalously  competitive  as  to  endanger  its  financial  sta- 
bility. In  any  such  instance,  the  federal  regulator,  by  virtue 
of  its  guarantee  responsibilities,  must  Itself  have  flexibility 
in  resolving  the  deficiency,  including  the  authority  to  remove 
the  insurer's  ratemal'.ing  from  the  fully  competitive  arena. 

3  due  to  the  potential  variability 

5  potential  variability,  quantl- 
>rnative  established  is  recourse 
iCicn,  we  recoramend  that  the  federal 
lose  alternative  methods  of  rate 
>ves  to  be  ineffective,  on  the  basis 
:a)  (4)  and  the  addition  of  a  new 


(4)  which  provide  for  ^e  regulation  or  fixing  ol 
rates  or  premiums  or  of  classes  of  risks  established  by  ir 
surcrs  operating  in  that  State,  except  regulation  of  any 
assigned  risk  plan  or  other  residual  market  mechanism  es- 
tablished under  State  law. 


Sec.    30x.(a}  The  CMiimission  loay,  subject  to  the  requirement^ 
of  section  109 (a),  prescribe  rules  and  regulations  that  provide 
for  the  filing  with  or  approval  by  the  Commission  of  the  rates 
or  premiums  or  the  classes  of  risks  established  by  federally- 
chartered  insurers  for  a  specified  type  or  types  of  insurance 
upon  a  finding  by  the  Commission  that,  with  respect  to  auch 
type  or  types  of  insu 

(3)  «  majority  of  federally- chartered  insurers  engaged 
In  providing  such  type  or  types  of  insurance,  or  of  federally- 
chartered  insurers  providing  a  substantial  proportion  of  such 
type  or  types  of  insurance,  are  competing  in  an  irresponsible 
manner  detrimental  to  the  maintenance  of  a  Gtable  market  for 
auch  insurance;  or 
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'ill  thereby  be  more 

(b)  The  Commission  may,  subject  to  the  requirements 
of  Bection  109(a)  tind  under  rules  and  rcgulotions  prescribed 
by  the  Commission,  ocdcr  the  filing  with  or  approval  by  the 
Comnission  of  the  rates  or  premiums  or  the  classes  of  risks 
established  by  a  specific  federally-chartered  insurer  upon  a 
finding  by  the  Commission  that  - 

(1)  closer  supervision  of  the  rates,  premiums,  or 
classes  of  risks  of  the  insurer  is  necessary  to  protect  the 
Interests  of  that  insurer's  policyholders  due  to  actual  or 
potential  impairment  of  the  insurer's  financial  condition]  o 

[31  the  insurer  is  competing  extensively  in  an  irre 
ponslble  manner  detrimental  to  the  maintenance  of  a  stable 
■larket  for  the  type  or  types  of 
insurer;  or 

(3)  the  insure 
violation  of  this  Act  c 
specified  in  section  IC 


Other  Federal/state  Regulatory  Interrelationship 

In  devising  any  system  of  dual  federal/state  regulatory  authority. 
It  is  highly  desirable  to  avoid  overlaps  of  that  authority.   Not 
only  does  overlapping  involve  the  obvious  wastefulness  of  duplicated 
efforts,  it  also  creates  potential  for  significant  conflict  in  regu- 
latory requirements  on  the  one  hand  and  for  avoidance  of  responsibility. 
I.e. ,  bureaucratic  buclc-passing,  on  the  other;  the  ultimate  victim 
o^  the  negative  aspects  of  both  is  Che  insurance  consumer,  who  must 
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than  the  leoat-toxefl  foreign  insurer  of  the  same  type.  That  dis- 
crinlnHtion  per  se,  as  well  as  the  regressive  nature  of  the  insur- 
ance prcnium  tax,  is  hardly  justifiable.  In  the  context  of  a  bill 
primarily  intended  to  promote  competition  among  insurers,  condona- 
tion  of  the  discrimination,  an  obvious  burden  on  full  competition, 
U   inexcusable. 

One  would  be  hard  put  to  argue  that  It  is  unfair  or  inappropriate 
to  allow  a  state  to  tax  a  federally-chartered  insurer  only  to  the 
extent  of  the  tax  burden  of  the  insurer  least-taxed  by  that  state, 
whether  doinsstic  or  foreign.  That  can  be  accomplished  by  the  de- 
letion of  the  parenthetical  phrase  -  '[other  than  the  taxing  Stote) ' 
-  at  the  end  of  the  first  sentence  of  sec.  204  lb). 

Reserve  requirements;  reporting.  -  Section  204(a)(1)  exempts 
federally-chartered  insurers  from  state  reserve  requirements,  an 
obvious  and  necessary  corollary  to  exemption  from  stats  rate  regu- 
lation.  Section  205Cb),  however,  provides  that  'policyholder 
obligations',  for  purposes  of  determining  federal  investment  obli- 
gations, 'includes  the  liabilities  required  to  be  included  in  the 
insurer's  annual  statement  filed  with  insurance  regulatory  authori- 
ties of  the  State  In  which  the  insurer's  principal  place  of  business 
is  located  including,  but  not  limited  to,  the  unearned  premium 
reserve,  reserve  required  by  applicable  mortality  or  morbidity 
tables  prescribed  by  the  Commission,  and  claim  or  loss  reserves....* 

The  provisions  are  at  least  seemingly  inconsistent!  at  a  ninimun, 
the  205Cb)  ceferencQ  should  be  to  'reserves  required  to  be  main- 
tained by  the  Commission  under  the  authority  of  section  107(a) (2}.* 

Beyond  that,  however,  sec.  305(b)  makes  explicit  the  otherwise 
inplicit  allowance  for  states  to  continue  to  require  all  forms  of 
reporting  presently  extant,  including  reporting  on  rates,  loss 
experience,  investments,  investment  transactions,  etc.   In  no  other 
instance  is  the  potential  for  duplication  and  conflicting  requirement 
within  the  contemplated  federal/state  regulatory  system  so  clear. 
For  that  reason,  we  recommend  a   new  subpart  (5)  to  sec.  204(a)  to 

(5)  which  requires  the  reporting  of  any  data,  infor- 
Witlon,  or  experience,  except  for  the  reporting  of  data,  in- 
formation, or  experience  that  is  necessary  and  appropriate  to 
the  exercise  of  the  regulatory  or  taxing  authority  of  the 
•tate  from  which  a  federally-chartered  insurer  is  not  exempted 
by  this  Act. 

Ive  state  requirements.  -  Because  o£  the  i 


systems  of  insurance  regulation,  it  is  inpoEsible 
to  delineate  all  of  the  measures  that,  directly  or  indirectly, 
would  act  to  impede  full  realization  of  the  competitive  system  to 
be  promoted  by  enactment  of  S.1710.  An  additional  impossibility  is 
the  contemplation  of  all  the  Measures  that  might  be  devised 
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to  avoid  tho  excMption  of  sec.  i04(a)  by  a  atate  reluctant  to 
•uxrendar  its  power  over  any  part  of  the  business  of  insurance. 

For  that  roason,  Eind  to  ensure  the  fulfillnont  of  the  objecti 

of  S.I710,  wc  rccoDmcnil  the  addition  of  another  subpart  (S)  I 
tha  excnptlon  of  sec.  204 (a) : 

(6)  found  by  the  CoiKnission  to  unduly  and  u 
B«rlly  burden  conpetition  iinortg  insurers  contrary  to  the  pur- 
poses of  this  Act.   The  Con^Liii:sslon  may  prescribe  by  rule  ot 
regulation  the  liws  from  which  (ederally-chartpred  insurers 
are  exempt  under  this  provision  either  by  reference  to  a 
specific  low  or  laws  of  a  particular  State  or  in  terras  o£ 
general  applicability  sufficiently  clear  to  identify  the  type 
or  types  of  laws  of  any  State  to  which  the  exemption  applies. 

Technical  Frobloma 


Terwlnologv-  -  There  is  sonio  potential  for  difficulty  tn  Inter- 
preting  and  applying  the  provisions  o£  S.1710  due  to  the  definition 
or  lack  of  definition  of  three  important  words  or  phrases: 
■insurance",  "guaranty  fund",  and  "policyholder  surplus"  (also 
dttscribed  as  "surplus  as  regards  policyholders") ■ 

1.   'Insurance'  Is  defined  in  sec.  2(9)  as  "a  controct  whereby  one 
undertalies  to  indemnify  another  or  pay  a  specified  amount  or 
provide  a  designated  benefit  upon  a  dc terminable  -continguncy. .  . .' 
Unfortunately,  this  attempt  to  define  what  constitutes  insurance 
in  a  general  way  distlnguiEhable  from  other  forms  Of  business 
enterprises  and  contractual  obligations  la  as  unsuccesafuL  as 
all  known  past  endeavors,  including  those  of  the  terminology 
task  force  of  the  Rnerican  Risk  and  Iiisi;r.'-.  -  ."■  ..fi.v.ioEi    The 
definition  is  SO  broad  as  to  include  viri.       ■'  contracts 
and  certainly  all  wagering  -co.itracts!  .it  ;'        time,  it  !• 
at  least  open  to  question  whether  the  definition  clearly  and 
EBtisfactorily  covers  al  of  the  activn:  .  that  are  engaged  in 

™  is  not  defined 
•nd  the  distinction,  thercfn 


t  by  deleting  the  definition  altogether. 
"  "       "      'be  avoided 


'  thereby  being  dealt  with  as  simply  < 


'Guaranty 

fund",  which  is  not  defined 

in  tho  act,  is  used  gen- 

•rally  wi 

thin  it  [e.g.,  sees.  103(c) { 

),  202(a)(2))  to  describe 

tha  non-s 

ock  insurer  equivalent  of  c 

pital  and  surplus  of  stock 

insurers. 

Although  the  phrase  is  not 

inappropriate,  it  is  not 
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In  coiTEiian  usage 
to  designate  th< 
In  the  absence  i 
prefccablc  to  include  a  specific  dcf 


b'   consnonly  being  used 
of  capital  and  surplus). 
usage,  It  would  be 
ition  of  the  phrase  in 


Similarly,  •policyholders'  surplus"  or  "surplus  as  regards 
policyholders"  is  used  in  the  act,  without  definition,  in  re- 
lation to  investment  standards  applicable  to  both  federally- 
guaranteed  insurers  (sec.  lOl(jl)  and  federally-chartered 

c.  20S(c)).   This  usage,  tho  two  plirasings  being 


business,  usually  as  a  reference  to  the  net  sura  of  the  balance 
sheet  capital  and  surplus  account  of  a  non-life  insurer,  in- 
cluding p^id-in  capital  and  contributed  and  earned  surplus, 
whether  the  latter  is  allocated  to  special  purposes  or  un- 
assigned.   The  usage  is  formalized  exclusively  by  the  fire  and 
casualty  annual  sCiitcinenb  convention  blank. 

Again,  given  limited  common  usage  and  minimal,  non-statutory 
formaliiatlon  of  it,  the  phrase  ought  to  be  defined  if  it  is 
to  be  used  in  the  act;  preferably  more  specific  references 
'  insurers  ought  to  be  used  i   ■ -  - ^ 

tionshtpa.  -  An  obligatior 


?insurajicG  assumed,  is  excluded  by 
il  guarantee  provision,  (Sec.  2(6),  In- 
1  of  sec.  2(17),)  At  the  some  tine,  in- 
insurc^r  are  guaranteed  exclusive  Of  the 
reinsured  obligations  of  a  ceding  insurer...  (sec  1021e));  "re- 
insured obligations'  is  jiot  a  phrase  defined  by  the  act.  However, 
under  sec.  10< ,  the  federal  regulator/guarantor  is  obligated  to 
•atisfy  all  valid  "guaranteed  obligations",  which  is  i  "  "  "  "' 
be  exclusive  of  reinsurance  ceded 


Generally,  the  object  of  Title  I  of  S.1710  Is  to  make  policyholders 
and  claimiinCs  of  an  insolvent  insurer  whole.  Since  a  particular 
claimant  would  have  lititle  assurance  of  being  made  whole  by  a  re- 
insurance recovery,  and  certainly  no  assurance  of  timely  payment 
from  such  sources  even  when  reinsurance  recoveries  were  determin- 
able on  the  basis  of  partlculiar  losses  (e.g. .  on  a  guota  share  or 
excess  of  loss  basis)    t  seems  desirable  that  guaranteed  payments 
be  made  without  regard  to  re  nsurance  recoverable;  subscguenCly   the 
guarantor  could  seek  recovery  against  the  insolvent  insuiec  s  re- 
ceiver general  y  or  provision  might  be  made  for  direct  recovery  by 
the  guarantor  against  applicable  reinsurance.   The  equity  of  this 
resolution  is  buttressed  if  one  looks  at  insureds  as  the  indirect 
payor  of  guarantee  fees:   Those  fees  are  assessed  as  a  flat  percentage 
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of  direct  promiuBS  without  doduction  of  prcnluns  paid  for  reinsur- 
knce  ceded  (sec.  lOZCelli  if  ttia  Insured,  as  Indirect  payor,  docs 
not  hav«  the  benefit  of  reinsurance  ceded  by  the  insurer,  he  should 
not  bear  the  burden  of  reliance  upon  recoveries  from  that  reinsur- 
ance -  aspecislly  by  comparison  to  a  counterpart  whose  insurance 
ia  with  a  carrier  that  docs  not  reinsure  to  the  sane  extent  or  not 
«t  all. 

It  the  suggested  resolution  is  not  adopted,  other  revisions  are 
daairablc.   First,  the  conflict  between  the  provisions  of  sec. 
loa(a)  and  sec.  104 (a)  should  be  eliminated.   Second,  the  exclu- 
•ion  of  EoinsuEonce  recoveries  under  sec.  1021a}  should  be  clarified 
to  relate  to  (1]  only  reinsurance  directly  identifiable  to  particu- 
lar Insurance  obligations  and  (2)  only  reinsurance  recoveries  that 
*E«  reliable  as  to  amount  of  payment.   The  latter  is  of  special 
iaportancG  in  contemplation  of  situations  in  which  a  reinsurer  be- 
comes insolvent  and  the  loss  of  that  financial  backup  causes 
insolvency  of  the  direct  carrier;  amounts  owing  from  the  reinsure! 
to  the  direct  insurer  are  not  covered  by  the  federal  guarantee 
(sec.  2{1T]],  but  as  written,  the  exclusion  of  sec.  102(c)  could 
enquire  deduction  from  insurance  obligations  of  the  direct  carrier 
without  regard  to  the  inability  to  effect  recoveries  under  the 
reinsurance  ceded. 


/^  Jack  B.  Bitkinsha 

'  Secretary  t  General  Counsel 
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Honorable  Edward  H.  Srooka 

United  states  Senate 
MMhington,  D.C.   J0510 

RE:   S.niO  -  -The  Federal  i 

nsutance  A. 

at   of  1977 

CXar  Ssnstor  Brooke i 

Since  preparing  our  initial  comnents 
you  with  my  letter  dated  July  26.    we 
.cation  of  a  draft  indicating  speoit 

on  S.1710 

c  suggest 
Hat  makos 

d  changes 

ditiona  and  deletions  are  proposed. 

A  copy  of 

that  memo 

Thia  iBSDoranduiii  which,  due  to  the  1 
out  only  those  sectJonB  OE  subeeotioi 
■uggeated,  incorporates  the  suggesCi 
•ISO  includes  other  proposed  revisio 
are  minor  and/oE  self-explanatory. 

Bngth  of  t 
n»  for  Khl 
ORE  Dade  p 
s.   Hany 

e  bill,  s 
h  revisio 
eviously 
t  the  lat 

inaumer.  This  would  n 
irty  obligations  under 
c  liability  policies  d 


rtample ,   employee 


>  tho   ■ 


lation. 

3  be   impaired  or  in 


The  deletion  of  *by  any  insurer  adjudged 
■olvant*    fron  subparagraph    (A)    of  Sec.   2  (IE)    i 

102(e)).      The  addition  to  subparagraph    (A)    incorporates  the 
thrust  of  the  phrase  suggested  for  deletion  from  sec.    ia3(b)    in 
a  Banner  that  Boce  clearly  defines  the  extent  of  the  guaranty 
obligation. 
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Sec.  103(1>.  -  The  suggested  addition  would  apply  to  voluntary 
surrender  of  guaranty  certificates  the  requirements,  with  some 
Modification,  applicable  in  the. original  bill  to  surrenders  of 
federal  charters.   Precedent  for  suchf  roquiremcnts  related  to 
federal  financial  guaranties  can  be  found  in  relation  to  N.C.U.A. 
Share  Insurance,  and  the  surrender  of  a  guaranty  certificate, 
contingent  upon  certification  of  financial  condition,  would 
seem  to  be  of  equal  relevance  to  shareholders  and/or  policy- 
holders as  surrender  of  a  federal  charter.   Since  certification 
of  financial  condition  may  reasonably  require  some  form  of  ex- 
amination of  the  insurer,  an  extended  period  for  provision  of 
the  certificate  is  allowed,  both  here  and  in  the  suggested  re- 
vision of  sec.  201(f),  and  similarly,  since  protection  of  the 
public  interest  might  require,  for  example,  steps  to  improve  or 
stabilize  the  financial  condition  of  an  insurer  in  the  case  of 
guaranty  surrender  or  an  acceptable  plan  for  dissolution  or  for 
chartering  under  state  law  in  the  case  of  charter  surrender,  the 
FIC  is  empowered  to  impose  such  requirements  as  conditions  to 
.approval  of  voluntary  surrenders. 


Sincerely, 


/Jack  E.  Birkinsha 
/^  Secretary  t   General  Counsel- 
ed Honorable  Mlllian  Proxmire 
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MEMORANDUM 

REi     S.1710,  The  Federal  Insurance  Act  of  1977 


August   1,    1977 


SUGGESTED  REVISIOHS 

(All  capital  letters  indicate  -additions;  cross  out  indicates 
deletions;  omission  in  full  indicates  no  change  suggested  in 
the  material  omitted.) 


DEFINITIONS 
Sec.  2.   As  used  in  this  Act— 


lenn  "federally  chartered  i 

:fcy  chartered  under  the  provi: 

in  insurance  «b  aueety  businei 
I)  the  term  'federally  guaranteed  i 
er  suFety  whose  insurance  obligations  are  guaranteed 
the  provisions  of  this  Act; 


(B)  the  term  "insurer'  means  any  person  which  is  engaged 
in  transacting  insurance  ee  auEetyship  as  a  principal  in 
interstate  conunerce  or  which  is  reinsured  in  interstate  comiBerce; 

^9f-the-term-"insuranee"-ifleana-a-eontraee-wheEeby-ene 
dndectekes-to-indeiiiniiy-aBether-or-pay-a-apeeitied-oiBettnt-ee 
provide-a-deaignated-benef  it-upon-a-detetBiinable-eontingeneyT 

[Renumber  (10)  as  (9) .) 

■(11*  (10)  the  term  "net  direct  premiums  written'  means 
direct  gross  premiums  AND  ANNUITY  CONSIDERATIONS  written  on 
t>olicies  guaranteed  in  accordance  with  this  Act  less  return 
premiums  thereon  and  dividends  paid  or  credited  to  policy- 
holders on  such  direct  business; 

[Renumber  (12)  and  (13)  as  (11)  and  (12).) 

4l4)-  113)  the  terra  'policy'  means  any  contract  of  direct 
insurance  er   sHPety,  including  any  endorsement,  binder  (written 
or  oral),  cover  note,  eerbitieatCT   or  other  instrument  of  in- 
surance attached  or  relating  thereto,  without  regard  to  the 
nature  or  form  of  the  sacnei 

iRenumber  (15)  and  (16]  as  (14)  and  (15).] 

-(1?>  (16)  the  term  'insurance  obligation'  means  any  un- 
satisfied obligation,  excluding  amounts  due  any  reinsurer, 
insurer,  insurance  pool,  at  underwriting  association,  OR  ANY 
PERSON  OWNING,  CONTROLLING,  OITOED  OR  CONTROLLED  BY,  OR  UNDER 
COMMON  CONTROL  WITH  AN  INSURER,  as  subrogation  recoveries  OE 
Otherwise— 
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(A)  which  exists'  under  and  within  the  cover.i^c  and  limits  ol 
insurance  policies  li)  issued  by-ony-inauper-aiJ^adged-to-be-iJii- 
pB*Eed-OF-tn9oivent  TO  Mil    PERSON  RESIDENT,  DOMICILED,  OR  EX- 
POSED TO  RISK  OF  LOSS  IN  ANY  STATE  AKO  (ii)  UNDER  WHICli  COVER- 
AGE OF  ANY  RISK  OF  LOSS  IN  FOBEIGtl  COUNl'RIES  IS  INCIDENTAL  TO 
COVERAGE  OF  RISK  OF  LOSS  IN  AMY  STATE;  .... 


TITLE  I—  FEDERAL  INSURANCE  GUARANTX  PROGRAM 
Sec.  101.  ... 


(7)  To  moke  examinations  of  and  to  require  information 
and  reports  from  all  federally  guaranteed  insurei 
CHARTERED  INSURERS,  AND  ox   applicants  for  a  guari 
.their  managers  and  agents,  as  required  in  this  tj 


(e)  Any  insurance  obligation  incurred  or  maintainody-i 
eluaive-of-the-teinsured-obligations-of-a-eeding-insareE  b^ 
federally  guaranteed  insurer  during  a  period  when  such  i 
is  authorized  to  do  business  under  this  Act  is  guaranteed  and, 
upon  the  default  of  such  insurer,  such  obligation  shall  be 
met  by  the  Commission  utilizing  proceeds  contained  in  the 
Federal  Insurance  Guaranty  Fund.   Any  guaranty  hereunder  is 
a  full  faith  and  credit  obligation  of  the  United  States,   The 
Coraniesion  shall  establish  and  collect  from  each  insurer 
guaranteed  under  this  Act  an  annual  fee  calculated  as  a  per- 
centage of  its  net  direct  premiums,  and  such  fee  may  not  ex- 
ceed one-fourth  of  1  per  centum  per  year.   The  Commission 
may  establish  different  levels  of  fees  for  different  types 
of  insurers;  Provided,  That  all  insurers  of  the  same  type 
Bhall  pay  comparable  fees  and  the  fees  charged  each  type  of 
company  shall  be  reasonably  related  to  expected  losses.   In 
establishing  the  guaranty  fees  to  be  collected  pursuant  to 
this  Act,  the  Commission  shall  attempt  to  develop  and  main- 
tain a  balance  in  the  Guarantee  Fund  sufficient  to  render 
unlikely  any  need  to  borrow  from  the  Secretary  of  the  Treasury. 
When  the  balance  in  the  fund  reaches  such  a  sufficient  level, 
the  fee  established  and  collected  under  this  section  may  be 
reduced  or  suspended.   ANY  REDUCTION  OR  SUSPENSION  OF  THE  FES 
ESTABLISHED  AND  COLLECTED  UNDER  THIS  SECTION  MAY  BE  VARIABLE 
BY  CLASSIFICATIONS  OF  INSURERS  B,\SED  'JPON  RELATIVE  AMOUNTS 
OF  AGGREGATE  FEES  PREVIOUSLY  PAID  BY  SUCH  INSURERS. 
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S«c.  103.  .  .  .  - 

(b)  Any  insurer  may  make  application  to  the  Conralesion 
for  a  certificate  undor  this  section  «hieh-eeteieieote-i9-i 

»it««ted-in-ony-Gtfl»e7-eKeeFt-':r'-=iL  !:.■■■■.— Sec  the  territorii 
qualification  added  to  the  d..  I  . :  .  .  insurance  Obliga- 
tions", sec.  2tl6)(A).J  Mo  insurer  chartnred  under  the  pro- 
visions of  this  Act  may  make,  .issue,  renew,  or  continue  in 
effect  any  insurance  policy  or  otherwise  transact  insurance 
unless  and  until  it  has  received  a  certificate  hereunder. 

(c)  .  .  . 

(2)  a  statement  of  the  insurer's  capital  and  surplus, 
in  the  case  of  a  stock  insurer,  or  guarBnty-CHnd  SURPLUS, 
in  the  case  of  an  insurer  other  than  a  stock  ;' 


(4)    .    .    . 

(B)  The  policyholder  of  any  policy  guarant>:ed  hereunder 
shall  be  given  vritten  notice  BY  THE  INSURER  nft  less  than 
sixty  days    prior   to   the   loss  of   guaranty  statu/,  on   its   policy. 

(J)(l)    A    FEDEiL%LLV    GUARAHTEED    IHSURER  MAY    I-,....;...    REVO- 
CATION OP   A   CEBTIfTCATE   GRANTED   HEREUNDER      VPO'.i    Tl.H    r.VJ.";:!;' 
VOTE  OF    ITS    STOCKHOLDERS   OB,    IN    THE  CASE  OF    A  tJOtJSTOCK    I.-J- 
SURER,    THE   MAJORITY  VOTE  OF   ITS    POLICYHOLDERS  OR  MEMBERS, 
VOTING   IN   PERSON  OR  BY  PROXY   AT  A  ilEETING  CALLED  FOR   SUCH 
PURPOSE.      THE   NOTICE   OF   SUCH   MfieTlMG   SHALL  BE  GIVEM   AT   LEAST 
THIRTY    DAYS   I'KI    :      .       ;...:      -.::?    SHALL  CONTAIN   A   CERTIFIED   ST,\TB- 
MEMT   OP   TirC    C-"    ■  ■  ,     ■        T.-iFED   FOR   SUCH  PURPOSE  AND   AT    THE 

Expense  of   riii    insurer,  ■:i:^q  FORtH  THE  PINAHCIAL  condition 

OP  THE   IHSURER  AND    ITS   ABILITY    TO  MEET    ITS    InSUBANCC   OSLIGA- 

TIONS.  THE  co:'j;i:;...:-  shall  prepare  such  certified  state.-ient 

HITHIN  NINETY    DaVS  OF   k  WHITTEH    REQUEST  THEREFOR   FROM  THE 
bOARD  OF   DIRECTORS  OR  OTHER  SIMILAR  GOVERNING    DODV  Of   THE 
INSURER:       PROVIDED.    THAT    IF   A   FINANCIAL  EXAMINATION  OR   AUOIt 
OF   THE    INSURER    IS    NECESSARY    IN   THE    JUDGMENT    OF   THE  COMMIS- 
SION  TO  DETER^\INE    THE  ri'T- ■^77-.',   C-'T^TTT"-;    ■""'    TH"    ".■"^ll'EB   AfJD 
ITS  ABILITY   TO   MEET    IT;'    -  ,      ■  ■■  .,.,.,,,  ,     .       -'j^i^vussioN 

MAY   EXTEND  THE    PERIOD    :  :    ADDITIONAL   NINETY 

2)  THE  REVOCATIl;:  OF  A  CERTIFICATE  GRANTED  HEREUNDER 
UPON  THE  REQUUST  OF  ,>N  INSURER  MAY  BE  MADE  UPON  SUCH  TERMS 
AND  CONDITIONS  NOT  INCOio  JSTENT  WITH  THE  PROVISIONS  OF 
THIS  ACT  A3  THE  VOTE  AUTtlortZING  SUCH  REQUEST  HAY  PROVIDE 
Or  as  the  COMMISSION  M,^V  REQUIRE,  THE  COMMISSION  SHALL  NOT 
REVOKE  THE  CERTIFICATE  UNTIL  SUCH  TERMS  AMD  CONDITIONS  HAVE 
BEEN  MET. 
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Sec.  103  (continued) 

■Cj)-(K}  Investments  of  a  federally  guaranteed  insucec,  other 
than  an  insurer  chartered  under  section  20).,  shall  be  regulated, 
in  general,  by  the  laws  and  regulations  of  such  insurer's  State 
of  domicile  and  the  laws  and  regulations  of  the  States  in  which 
it  transacts  Insurance  unless  the  Commission  shall  determine, 
after  hearing,  that  the  laws  or  regulations  of  such  State  or 
States  fail  to  require  that  fche  minlmurn  paiieyhei^deFe^'-saepltis 
CAPITAL  AND  SURPLUS  REQUIEtEMENTS  and  reserve  liabilities,  In- 
cluding the  loss  reserves,  unearned  premium  reserve,  and  mortal- 
ity reserve,  of  such  Insurer  be  covered,  to  a  reasonable  degree, 
by  admissible  assets  of  sufficient  integrity  and  stability,  or 
that  any  such  insurer  is  not  required  to  comply  with,  and  does 
not  comply  with,  the  current  investment  laws  or  regulations  of 
its  State  of  domicile.   Upon  making  such  finding,  the  CommisBion 
Bhall  Issue  such  order  as  is  necessary  to  bring  the  insurer's 
Investments  Into  compliance  with  the  standards  established  by 
this  section  within  a  reasonable  length  of  time  or  to  terminate 
its  status  as  a  federally  guaranteed  insurer  for  its  failure  to 
'  do  so.   For  the  purpose  of  carrying  out  Its  functions  under  this 
section,  the  Commission  is  authorized  to  issue  a  subpena  re- 
quiring the  insolvent  insurer  to  furnish  such  books,  records,  or 
other  caaterials  as  it  deems  necessary,  and  in  the  event  of  a 
refusal  to  comply  therewith,  the  Commission  may  invoke  the  aid 
of  any  United  States  district  court  having  jurisdiction  of  a 
district  in  which  the  insurer  can  be  found.   Refusal  of  insurer 
to  obey  any  court  order  issued  pursuant  to  any  proceeding  here- 
under may  be  punished  by  the  court  as  a  contempt  thereof. 
[Relettcr  (k)  as  (11.) 

CH)   any  state  hay  by  law  require  all  insurers  doing  BUSINESS 
IK  THAT  STATE  TO  EFFECT  AND  MAINTAIN  A  CERTIFICATE  ISSUED  UNDER 
THIS  SECTION. 


(cl      It  shall  be  unlawful  for  any  federally -guaranteed 

(1)  REFUSE  TO  INSURE  OR  CONTINUE  TO  INSURE,  OR  LIMIT  THE 
AMOUNT  OF  COVERAGE  AVAILABLE  TO,  AN  INDIVIDUAL  OR  RISK  ON  THE 
BASIS  OF  AGE,  SEX,  RACE,  MARITAL  STATUS,  NATIONAL  ORIGIN,  OR 
ANY  CHARACTERISTIC  THAT  DOES  NOT  BEAR  A  STATISTICALLY  SIGNIF- 
ICANT, RELIABLE,  AND  ODJECTIVE  RELATIONSHIP  TO  THE  EXTENT  OF 
THE    RISK   OR  THE   COVERAGE    ISSUED    OR  TO    BE    ISSUED;    OR 

(2)  CLASSIFY,    OR  CHARGE   A    RATE   OR   PREMIUM,    UNLESS    THE 
CLASSIFICATION,    RATE,    OR   PREMIUM    IS    REASONABLY    PREDICTIVE  OF 
AND    BEARS   A   STATISTIC,\LLY   SIGrJIPICAUT,    RELIABLE,    AND   OBJECTIVE 
RELATIONSHIP    TO   ACTUAL  AND  CREDIBLE   OR   REASONABLY    PREDICTABLE 
WJSS   AND   EXPENSE   EXPERIENCE. 
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CHARTERING 

Sec.  201. (a)  The  Commission  is  authorised  to  Issue  a 
charter  to  any  stock,  mutualt  or  reciprocal  insurer,  rein- 
surer, or-suretyr-the  United  States  branch  of  an  alien  inst 

in  the  United  States  at  all  times  trust  funds  of  not  less 
than  $50,000,000  or  such  lesser  amount  as  may  be  approved  by 
the  Commission,  for  the  security  of  policyholders  and  claimant! 
in  accordance  with  such  rules,  regulations,  and  procedures  as 
the  Commission  may  prescribe. 

(b)(1)   Notwithstanding  the  provisions  of  the  law  of  any 
State,  any  stock,  mutual,  or  reciprocal  insurer,  OR  Lloyds  or- 
ganization, or-o-a«sety7  organized  or  incorporated  under  the 
authority  of  State  law,  having  been  certified  by  the  Commissioi 
as  otherwise  eligible  to  become  a  federally  chartered  insurer 
and  upon  the  majority  of  its  stockholders,  or  in  the  case  of 
a  nonstoclc  insurer,  a  majority  of  its  policyholders  or  members, 
voting  in  person  or  by  proxy  at  a  meeting  called  for  such  pvir- 
pose,  shall  be  issued  a  Federal  charter. 


<f ) (1)   A  federally  chartered  insurer  may  elect  to  surrender 
its  Federal  charter,  together  with  all  right,  power,  authority, 
and  entitlements  granted  thereunder  or  incident  thereto,  upon 
the  majority  vote  of  its  stockholders  or.  in  the  case  of  a  non- 
stock insurer,  the  majority  vote  of  its  policyholders  or  members, 
voting  in  person  or  by  proxy  at  a  meeting  called  for  such  pur- 
pose.  The  notice  of  such  meeting  shall  be  given  at  least  thirty 
days  prior  thereto  and  shall  contain  a  certified  statement  of 
the  Commission,  prepared  for  such  purpose  and  at  the  expense  of 
the  insurer  setting  forth  the  financial  condition  of  the  insurer 
and  its  ability  to  meet  its  insurance  obligations.   The  Commission 
shall  prepare  such  certified  statement  within  siKCy  NINETY  days 
of  a  written  request  therefor  from  the  board  of  directors  or  other 
similar  governing  body  of  the  insurer:   PROVIDED .  THAT  IF  A 
FINANCIAL  EXAMIN/ITION  OR  AUDIT  OF  THE  INSURER  IS  NECESSARY  IN 
THE  JUDGMENT  OF  THE  COMMISSION  TO  DETERMINE  THE  FINANCIAL  CONDI- 
TION OF  THE  INSURER  AND  ITS  ABILITV  TO  MEET  ITS  INSURANCE  OBLIGA- 
TIONS, THE  COMMISSION  HAY  EXTEND  THE  PERIOD  FOR  AN  ADDITIONAL 
HIHBTY  DAYS. 

(2)   The  election  of  a  federally  chartered  insurer  to  sur- 
render its  Federal  charter  may  be  made  upon  such  terms  and 
conditions,  not  inconsistent  with  the  provisions  of  this  Act, 
as  the  vote  authorizing  such  election  may  provide  OR  AS  THE 
COMMISSION  MAY  REQUIRE.   The  Commission  shall  not  certify  the 
surrender  of  the  insurer's  Federal  charter  and  the  date  thereof 
until  such  terns  and  conditions  have  been  met. 
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-  6«c.  202.  (a) (1).  .  . 

t2)  The  material  filed  \ 
Che  capital  and  surplus,  in  I 
9lMiran«y-ftindT  SURPLUS,  in  the  case  of  an  insurer  other  than 
a  stocli  insurer,  which  shall  not  be  less  than  such  amount  as 
the  Comniission  may,  by  rule,  prescribe.  No  portion  of  such 
capital  OB  surplus  er-eiuaranty-fand  shall  consist  of  surplus 
notes  or  any  other  form  of  direct  or  indirect  indebtedness. 


(b)   Ko  Federal  charter  shall  be  issued  in  the  name  of  an 
insurer  whose  name  is  identical  with  or  so  similar  to  the  name 
of  an  insurer  already  licensed  or  authorized  in  one  or  more  o£ 
the  United  States  as  reasonably  likely  to  cause  confusion  or  be 
Kisleading  or  deceptive  to  policyholders  or  claimants,  EXCEPT 
AN  INSURER  PREVIOUSLY  AUTJIORIZED  TO  ENGAGE  IN  THE  BUSINESS  OF 
IHSUItANCE  IN  MORE  THAN  ONE  STATE  UNDER  THE  NAME  IN  WHICH  APPLI- 
CATION FOR  A  FEDERAL  CHARTER  IS  MADE.   NO  INSURER  SHALL  USE  THE 
WORDS  "FEDERAL",  "NATIONAL",  'UNITED  STATES",  "U.S.",  OH 
"GOVERNMENT"  IN  A  MANNER  LIKELY  TO  DECEIVE  OR  MISLEAD  THE 
PUBLIC,  AND  NO  INSURER  SHALL  USE  A  NAME  THAT  IS  IDENTICAL  WITH 
OR  SO  SIMILAR  TO  THE  NAME  IN  WHICH  A  FEDERAL  CHARTER  IS  ISSUED 
AS  REASONABLY  LIKELY  TO  CAUSE  CONFUSION  OB  BE  MISLEADING  OR 
DECEPTIVE  TO  POLICYHOLDERS  OR  CLAIMANTS. 


COMMENCING  BUSINESS 

Sec.  203. (a).  .  . 

(1)  that  its  capital  and  surplus  or  gueranty-Cund  SURPLUS 
has  been  paid  In; 

(2)  that  such  capital  and  surplus  or  quaranty-fQnd  SURPLUS 
has  been  invested  in  such  assets  as  are  permitted  under  this 
Act  or  the  Commission's  regulations,  or  are  held  in  such  de-- 
posits  or  custodial  accounts  as  prescribed  by  the  Commission; 

(3).  .  . 

(4)  that  the  contracts  of  insurance  or  suretyship  it  pro- 
poses to  use  are  in  compliance  with  the  provisions  of  this  Act 
and,  with  the  exception  of  {A)  laws  relating.  DIRECTLY  OR  IN- 
DIRECTLY to  rates,  premiums,  OR  RESERVES  AND  IB]  LAWS  OR  REGU- 
LATIONS THAT  THE  COMMISSION  SHALL  BY  RULE  DETERMINE  TO  IMPOSE 
AH  UNNECESSARY  OR  INAPPROPRIATE  BURDEN  ON  COMPETITION  IN  VIEW 
OF  THE  PURPOSES  OF  THIS  ACT,  that  such  contracts  are  in  compliar 
with  any  applicable  laws  or  regulations  of  the  State  or  States 
where  such  contracts  are  proposed  to  be  issued. 
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APPLICABILITV   OF   STATE   lAW 

Sec.    204. (a).    . 

(. 
(1 

(5)  which  provide  for  the  regulation  or  fixing  of  rates 
or  premiums  or  of  classes  of  risks  established  by  insurers 
operating  in  that  State,  except  regulation  of  -lAf  any  assigned 
risk  plan  or  other  residual  risk  market  mechanism  established 
under  Stote  law;-»r— fB)-- nn7-3:ine-of-ins«rnnee-<other— than-re- 
iBsuranee)— iB-whieh-ehe-Sommisston-defcerminea-that-the-inauter 
eompetes-pcineipaHy-*op -the- producers-' -bus  ineos-rother-than 

(6)  WHICH  REQUIRES  THE  REPORTING  OF  ANY  DATA,  INFORMATION, 
OR  EXPERIENCE,  EXCEPT  FOR  THE  REPORTING  OF  DATA,  INFORMATION, 
OR  EXPERIENCE  THAT  IS  NECESSARY  AND  APPROPRIATE  TO  THE  EXERCISE 
OF  THE  REGULATORY  OR  TAXING  AUTHORITY  OF  THE  STATE  FROM  WHICH  A 
FEDERALLY  CHARTERED  INSURER  IS  NOT  EXEMPTED  BY  THIS  ACT;  OR 

(7)  FOUND  BY  THE  COMMISSION  TO  UNDULY  AND  UNNECESSARILY 
BURDEN  COMPETITION  AMONG  INSURERS  CONTRARY  TO  THE  PURPOSES  OF 
THIS  ACT.   THE  COMMISSION  MAY  PRESCRIBE  BY  RULE  OR  REGULATION 
THE  LAWS  FROM  WHICH  FEDERALLY  CHARTERED  INSURERS  ARE  EXEMPT 
UNDER  THIS  PROVISION,  EITHER  BY  REFERENCE  TO  A  SPECIFIC  LAW  OR 
LAWS  OF  A  PARTICULAR  STATE  OR  IN  TERMS  OF  GENERAL  APPLICABILITY 
SUFFICIENTLY  CLEAR  TO  IDENTIFY  THE  TYPE  OR  TYPES  OF  LAWS  OF  ANY 
STATE  TO  WHICH  THE  EXEMPTION  APPLIES. 

(b)   Nothing  in  this  section  may  be  constructed  to  deny  to 
any  State  the  right  to  levy  taxes  or  to  require  license  fees 
for  federally  chartered  insurers  transacting  Insurance "within 
its  jurisdiction  except  that  a  federally  chartered  Insurer  has 
no  liability  to  any  State  for  a  tax  measured  by  gross  premiums 
or  net  premiums  collected  to  the  extent  that  the  amount  of  such 
tax  exceeds  or  would  exceed  the  amount  of  tax  which  would  be 
inposed  on  the  same  amount  of  gross  or  net  premiums  of  the 
least  taxed  insurer  (other  than  a  nonprofit  medical  or  hospital- 
type  corporation)  doing  the  same  type  of  business  and  organized 
under  the  laws  of  any  State  -(other-thaB-the-fcaMing-Btatef.   Ex- 
cept as  otherwise  provided  herein,  a  federally  chartered  insurer 
shall  for  tax  purposes  be  taxed  at  no  higher  rate  than  a  foreign 
Insurer  doing  the  same  type  of  business  in  any  State  In  which  it 
Is  authorized  to  do  business. 


ALTERNATIVE  RATE  REGULATION 

SEC.  205. (A)   THE  COMMISSION  HAY,  SUBJECT  TO  THE  REQUIREMENTS 
OF  SECTION  109 (Al,  PRESCRIBE  RULES  AND  REGULATIONS  THAT  PROVIDE 
FOR  THE  FILING  WITH  OR  APPROVAL  BY  THE  COMMISSION  OF  THE  RATES 
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OR  PREHIUHS  on  TIIB  CLASSES  OP  RISKS  ESTABLISHED  BY  FERERALLY 
CHARTERED  IKSUREBS  FOB  A  SPECIFIED  TYPE  OR  TYPES  OF  INSURANCE 
UPON  A  FINDING  BY  THE  COMtllSSICW  TIIAT,  WITH  RESPECT  TO  SUCH 
TYPE  OR  TYPES  OF  INSURAKCE  - 

(1)  CoMpETITIOH  is  hot  A«  EFFECTIVE  REGIHATOB  OF  THE 
RATES  OR  riiEMlUMS  OS  CLASSES  OF  RISKS  ESTAIILIEIIED   OR 

(2)  A  MAJORITY  OP  Fi:DEt(ALLY  CHARTERED  INSURERS  ENGAGED 
IK  PROVIDING  SUCli  TfPE  OR  TYPES  OF  INSORANCn  OR  OF  FEDERALLY 
CHARTERED  INSURERS  PROVIDING  A  SUBSTAKTIAL  PitOPORTION  OP  SUCH 
TYPE  OR  TYPES  OF  INSURANCE  ARE  COIlPLTlKG  IM  hfl  IRRESPONSIBLE 
hAtJNER  dEtrIMEMTAL  to  the  maintenance  OF  A  STABLE  MARKET  FOR 
8UCH  INSURANCE!  OR 

(3)  THERE  ARE  WIDESPREAD  VIOLATIONS  OF  THIS  ACT  OR  OF  THE 
FEDERAL  AMTITRUST  LAWS  AS  SPECIFIED  IN  SECTION  109(C);  OR 

(4>   THE  PURPOSES  OF  THIS  ACT  WILL  THEREBY  BE  MORE  ADEOOATELY 
AMD  RELIABLY  FURTHERED 

{B)   THE  COMMISSION  HAY,  SUBJECT  TO  THE  REQUIREMENTS  OF 
SECTION  109(A)  aUd  UNDER  rL'I.ES  AND  REGULATIONS  PRESCRIBED  BY 
THE  COMMISSION,  .r  ■■.■■       ::.  Mr,  IflTil  OR  ftfrROVAL  BY  THE  COM- 
MISSION OF  THE  r ;,';  OR  tIie  classes  oP  risks 

ESTABLISHED  BY  A  SPECIFIC  FEDERALLY  CHARTERED  INSURER  UPON  A 
FINDING  BY  THE  COMMISSION  THAT  - 

(1)  CLOSER  SUPERVIS....  ■:■[■  Tiit  RATES,  PREMIUMS,  OR  CLASSES 
OF  RISKS  OF  THE  INSURER  IS  NECESSARY  TO  PROTECT  THE  INTERESTS 
OF  TIIAT  INSURER'S  POLICYHOLDERS  DUE  TO  ACTUAL  OR  POTENTIAL 
IMPAIRMENT  OF  THE  INSURER  S  PIHAMCIAL  CONDITIO:'   OR 

(2)  THE  INSURER  IS  COMPETING  EXTENSIVELY  IN  AN  IRRESPONSIBLE 
MANNER  DETRIMENTAL  TO  THE  MAINTENANCE  OF  A  STABLE  MARKET  FOB 

THE  TYPE  OR  TYPES  OF  INSURANCE  PROVIDED  BY  THE  INSURER:  OR 

(3)  THE  INSURER  HAS  ENGAGED  IN  EXTENSIVE  OR  REPEATED  VIO- 
LATION OF  THIS  ACT  OR  OF  THE  FEDERAL  ANTITRUST  LAWS  AS  SPECIFIBD 
IN  SECTION  109(0;  OR 

(4)  THE  PURPOSES  OF  THIS  ACT  HILL  THEREBY  BE  MORE  ADEQUATELY 
AND  RELIABLY  FURTHERED. 

INVESTMENTS 

Sec.  ees  20e.(a)   The  purpose  of  this  section  Is  to  require 
that  funds  of  any  federally  chartered  insurer  in  an  amount  equal 
to  the  Siun  of  its  policyholder  obligations  and  rainiraum  capital 
and  surplus,  or  guaeanty-fiind  SURPLUS,  required  by  law,  shall  be 
invested  in  assets  of  integrity  and  stability,  and  to  provide 
that  funds  of  such  insurer  in  excess  of  those  required  to  cover 
such  policyholder  obligations  and  capital  and  surplus  or  gnaeaBfey 
<tuid  SURPLUS,  may  be  invested  at  the  discretion  of  the  insurer 
except  that  such  excess  funds  shall  not  be  invested  in  assets 
prohibited  by  subsection  (g) . 

(b)   As  used  in  this  section,  the  term  "policyholder  obliga- 
tions' means  those  liabilities  of  the  insurer  to  Its  policyholders 
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and  clsivants  aqalnst  auch  policyholdars  on  account  of  insuxanco 
contracts  issued  by  -it  and  obligations  to  creditorsi  and  in- 
cludas  the  liabilltios  required  to  be  included  in  the  insurer's 
annual  statement  {iled-with-insttronee-regolotory-OHthortties-o* 
the-Gtote-in-Hhteh-fche  inHarer's-prinpipdl-plaee-of-baaineBS-ia 
loeated  including,  but  not  lipited  to,  the  unearned  prcinium 
xaserve,  reserve  required  by  applicable  mortality  or  morbidity 
tables  preseribed-by-the-SemmisBten,  and  claim  or  loss  reserves 
includin9  reserves  for  incurred  but  not  reported  losses  and  for 
loss  adjustment  expcnser  AS  REQUIRED  BY  THE  COMMISSION   but 
'policyholder  obligstions"  does  not  include  that  portion  of  the 
Insurer's  capital  and  surplus,  or  (tuavanfey—f und  SURPLUS,  in 
•xcess  of  the  minimuin  capital  and  surplus,  or  guaranty- fund 
SURPLUS,  required  by  law  for  such  insurer. 

(0)  For  the  purpose  of  covering  its  policyholder  obliga- 
tions and  minimum  capital  and  surplus  or  guaron*y-*«nd  SURPLUS, 
•very  federally  chartered  insurer  shall  have  and  maintain  in- 
vestBients  of  the  classes  described  in  this  subsection  to  the 
extent  of  such  policyholder  obligations  and  miniitiuin  capital  and 
surplus  or  guaifanty-ftind  SURPLUS  less  an  amount  equal  to  30  per 

-centum  of  its-aueplus-BS-regaFcia-pelieyholders  THE  NET  TOTAL  OF 
ITS  BALANCE  SHEET  CAPITAL  AND  SURPLUS  ACCOUNT,  but  in  no  event 
Shall  such  insurer  have  and  maiiitain  investments  of  the 
character  described  less  than  in  on  amount  equal  to  the  sum  of 
70  per  centum  of  such  policyholder  obligations,  other  than  its 
■inimum  capital  and  surplus  or  guaranty-fund  SURPLUS,  and  100 
per  centum  of  the  minimum  required  capital  and  surplus  or 
9«aranfey-fHnd  SURPLUS,  except  that  the  investments  referred  to 
in  this  subsection  shall  be  subject  to  the  limitations  provided 
by  subsection  (d) ,  and  the  Commission  shall  disallow  any  specific 
investment  upon  its  finding  that  auch  investment  does  (lot  meet 
tUs  standard  of  unquestioned  integrity  and  stability  for  the 
pucposes  of  this  subsection: 

(1)  .  .  . 


(15]  cotmon  stocks  of  any  solvent  corpor«tion  incorporated 
under  the  laws  of  the  United  States  or  any  State  or  territory 
thereof  or  the  District  of  Colunbla  or  the  Doninion  of  Canada 
or  any  Province  thereof,  if  the  stocks  of  such  corporation  are 
listed  or  admitted  to  trading  on  a  national  securities  exchange 
located  in  the  United  States  and  registered  pursuant  to  sections 
C  and  19  of  the  Securities  Exchange  Act  of  1934;  AND 

<16)  SUCH  Other  investments  and  subject  to  such  limits, 

AS  the  COHHISSION  MA*  BY  RULE  PRESCRIDE  AS  MEETING  THE  STANDARD 
or  UMQUESTIONED  integrity  AMD  STABILITY. 

(d)   Investments  made  by  federally  chartered  insurers  Cor 
the  purpose  of  covering  their  policyholder  obligations  and  their 
■Iniaua  capital  and  surplus  or  gnaronty-ftind  SURPLUS  provided  by 
law,  as  provided  in  subsection  (c) ,  are,  with  respect  to  such 
purpose  only,  subject  to  the  following  limitations] 
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W  Pot  the  purposes  of  the  limitations  contained  in  this 
subsection  (d)  ,  the  pcopecty  and  securities  ei)UDierated  in  sub-  . 
section  (c)  shall  be  valued  st  marJcet  value  or,  IF  harxet  VALUE 

IS  NOT  BEADILY  ASCERTAINABLE,  at  Cost   less  depreciation  except 
that  the  Coonission  may,  by  regulation,  authorize  valuation  of 
secuEitiss  in  accordmce  with  stated  values  established  for  such 
securities  in  writing  or  as  published  by  the  Conmittee  on  Valua- 
tion of  Securitiss  of  the  National  Association  of  Insurance 


~/    Jack  E.  BirKinsha 
Secretaey  t   General  Counsel 
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kaaklag,  Bonalag  and  Drban  Ufalia 


r   SMWtor  Proxalrai 

Ml  1.  1710,  ■«!•  Fadaral  lunraa 


t  of  ItTT* 


I  aipEaclatad  Cba  appartimi-ty  at  taatify^g  °<i  ■ 
DUTlnq  tha  baarlnga,   ron  ralaad  tba  qnaatlaa  «ltn  he.    laiBaTX 
Dlllud  of  tba  IMarlcan  Ooimcll  of  Ufa  tnanraiica  attathai  Ufa 
loaDiBiKia  oo^anlaa  ■■za  ooocamad  about  tba  potantial  aftaeta 
of  inflatloB  on  Ufa  Inaorar  aolwanay,   paTtloBlarl.y  hImb  tba 
laf  latlea  cata  la  la  tba  doulila  digit  ranga  aa  aqaElaaoad  la 
tba  D.    1.    lo  1>T4-1>TS.      Sinoa  I  did  not  ban  an  opportanlty  to 
raapocid  to  thla  l^nrtaot  qnaatloa.  «a  would  Ilka  to  oxpraia  our 
Tlav  OB  that  laaao. 


Hlfh  laflatloD  raaolta  la  aacalatlog  ooopany  axpaiuaa. 

. —  —   •. —         —   ^^^^  ^f  yj^  laauanca  of  Ufa  inaoranca 

rlalou  Id  pnalma  baocMa  lacraaainglf 
Sacoadly,   blgh  Inflation  rataa  Bay  canaa  a  hlfh  pro- 
portion of  polloybBldara  to  carnal  indtvidoal  pollelaa  trltb  aarlBga 
faaturaa  and/or  boEEOv  loan  valuaa.      aucb  aotlooa  raanlt  In  alg- 
niflcant  eaab  flowa  oat  of  tba  ooapany.      Slnca  Ufa  Inanranea 
DOMpany  ln*BBtB«Dta  ara  gooarally  In  loog-tana  aacura  Invaatavnta. 
auob  outfloM  Ban  eaaaa  oonaldanfala  flDaaclal  dlfflcolty.     Hany 
Ufa  Inaurora  faoad  aneh  probliaa  In  lf74-l>TSi  and  tMia  vary 
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In  Iftttt  1974,  ttw'  Znternstlonsl  Coop«rati.v«  Inanranca  Pttderatlon  - 
an  amsoclatlon  of  cooperative  inBurers  around  th«  world  - 
•stabllsh«d  a  "Oonwil«>lon  on  Insurance  and  Inflation'  to  examine 
the  probleMi  inflation  was  causing  policyholders  and  Insurers, 
nils  coiHlSBlon  was  chaired  by  our  President,  Robert  Vanderbeek.- 
nie  coBBlssion  issued  a  report  in  1976  after  considerable  re- 
search and  study.   The  en^hasls  of  the  report  was  on  Identifying 
the  problems  inflation  was  causing  and  what  insurers  could 
practically  do  In  alleviating  these  probleMS.   I  enclose  a  copy 
of  the  report  foe  your  perusal.   Fortunately,  tha  inflation  rate 
declined,  but  there  is  no  question  that  a  prolonged  period  of  high 
Inflation  would  have  l^een  financially  disastrous  tor  life  insurers^ 

I  hope  these  observations  will  be  of  value  to  you  and  your  cowilttee. 

Sincerely, 


Honorable  Edward  H.   Brooke 


DigiLizedbyGoOglc 


674 
btaroBttonsl  Co^parattva  bisurano*  f«d«aUoa 


REPORT 

OP  THE 

COMMISSION  ON  INFIATK)N  AND  INSURANCE 


To  Be  Dlscuaied  At  The 


Paris,  France  September,  1976 


DigiLizedbyGoOglc 


BlMnitttlonnl  Cooperatlva  IMiJMice  Fwtewttoii 
Conuntaalon  on  InQatlon  and  Inauranca 

Bm  Intenwtlonal  Cooperative  inauranc*  Fed«ratlon  QCIF)  U  ooMirtMd  of 
aone  72  cooperative  Insurance  societies  In  2G  countries  througliDut  the  world. 
Ibe  obJecUvea  of  ttie  ICIF  are:    Joint  tnvestlgattoiis,  developMent  of  toint 
action  laugiama,  exchange  of  Infonnatlon  and. personnel,  and  eatabllshnient 
of  Inteinatlonal  cooperative  relations  In  matters  of  Insurence  and  rainsuiance. 

Id  1974  the  ICIF  establlBhed  a  CommisBlon  on  Inflation  and  tnaursuce.   The 
CoBunlssion  studied  the  effect  of  Inflation  on  Inaurera  and  pollcyboldan  and 
la  recommending  atepa  that  can  be  taken  to  lessen  the  pioblema  caused  by 
inflation.    Serving  on  the  Commission  weie: 

Mr.  Donald  Comthwaite  Ur.  ErUd  Pesonen 

Ooup  Actuary  Managing  Director 

Co-operative  Insurance  Society,  ltd.  Kansa  Mutual  Insurance  Companiea 

Manchester,  Great  Britain  Helsinki,  Finland 

Mr.  Ferdinand  Goppold  Mr.  RenrI  Rljkera 

Executive  Officer  Actuary-Manager 

VolkafOrsorge  Insurance  Le  Prftvoysnce  Soclele 

Companies  Group  Brussels,  Belgium 
Hamburg,  Gannany 

Mr.  Robert  E,  Vanderbeek 

Dr.  ^hn  Hogan  President 

Vice  ^eBtdent~Plannlng  &  League  Insurance  Group 

Development  Detroit,  Michigan,  U.S.A. 
Nationwide  Insurance  Companies  Commission  CbBlrman 

Columbus,  Ohio,  U.S.A. 

Mr.  Yujl  Ishlhara,  Manager 
Product  Development  Department 
Zenlcyoren 
Tbkyo,  Japan 

AIM  participating  In  the  study  were: 

Mr.  CralgAnsley,  F.IJl.  Mrs.  Traute  KUtte 

Teaching  Fellow  Executive  Secretary  for 

imtverslty  of  Michigan  International  Affairs 

AnnAibor,  Michigan,  U.S.A.  Volksfflrsorge  Insurance 

Companies  Group 
Dr.  Dennis  Relnmuth 
Director  of  Special  piojecta 
League  Insurance  Group 
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FREFACE 

In  1972  tha  Intamatlonal  Cooperative  Insuranc*  FadwaUon  QClD 

•stabllahed  an  Invastmant  of  Funds  Conunlsslon .  *   UmIt  raport  was  dls- 

cusasd  at  the  October,  1974,  ICIP  Confaranc*  In  Tokyo,  lapan.    Tk*  first 

paragraph  of  thair  raport  la  aa  foUom; 

*Tha  wcrldwlda  contaxt  of  inflation  haa  posed  ■  chaUeoge 
to  all  persons  interested  In  life  Inauranca.    The  carefully 
laid  and  faithfully  financed  plana  of  Insureds  are  disrupted 
when  the  purchasing  power  of  policy  benafita  dlnlnlahaa. 
Beneficiaries  receive  benefits  which.  In  terms  of  purchasing 
power,  are  reduced.    The  economy  experiences  decreased 
capital  as  the  savings  flow  through  life  Insurance  companies 
increases  at  a  diminishing  rate. ' 

Thalr  report  outlined  various  investment  approaches  that  could  be 

taken  to  lessen  the  impact  of  Inflation.    The  Inboductlon  of  their  report 

concludes  with  the  following  statement: 

"The  report  invites  member  companies  to  choose  from  the 
many  concepts ,  practices ,  and  contracts  described  with  e 
vlow  to  whatever  is  good  (or  their  policyholders,  and  apiro- 
prlate  end  prectical  undor  their  national  conditions  of 
supervision,  taxation,  and  market  cIrcumstaAces . 

"The  Commission  would  like  to  remind  that  the  new  contract 
forms,  however  Ingenious,  will  not  restore  the  historical 
role  of  life  insurance  saving  unless  they  are  combined  with 
equally  ingenious  methods  of  marketing.  Influencing  govern- 
ment policlss,  and  communication  with  the  consumer." 

In  Tokyo,  the  Executive  Committee  of  the  ICIF  agreed  to  establish  a 

new  commission — the  "Commission  on  Inflation  and  Insurance, '    It  was 

not  the  purpose  of  the  new  Commission  to  examine  the  causes  of  wcrldwlde 

Inflation,  but  rather  to  concentrate  on  what  life  and  non-life  insurers  are 

doing  and  can  do  to  lessen  the  problems  inflation  causes  insurers  and 

policyholders . 
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The  n«w  CommlsBlDn  mM  in  London  In  May,  1975,  and  In  Washington, 
D.C. ,  In  Nov«inb«r,  1975.   In  addition,  «ac^  membar  was  asslgn«d  an 
araa  of  rasponslbility  and  did  nctenalva  raaaarch  bafora  and  aftar  aach    - 

As  you  raad  tha  raport  of  tha  CMnnlsalon  on  Inflation  and  Insuranca, 
pleBse  keap  In  otlnd  tha  points  made  In  Qia  concluding  ramarka  of  tha 
Investmant  of  Funds  Commission.    Conditions  vary  from  country  to  country, 
and  we  recognlza  that  the  raconunandatlons  would  not  be  practical  in  all 
countries.   It  la  also  recognieed  that  the  repcrt  contains  tome  raconunandatlons, 
Uka  those  having  to  do  with  Indexing,  that  could  be  consldarad  Inflationary 
rather  than  deflationary. 

Our  report  InchiiieB  In  Section  t  a  Summary  and  Recomniendatlons. 
However,  it  is  hoped  that  mantbor  companies  will  have  an  oppcrtunity  to 
review  the  full  raport  and  examine  the  various  appendices  so  that  the  Com- 
mission recommendations  can  be  better  understood. 

The  language  style  of  the  report  la  'American'  English.    We  have 
Included  a  Glossary  of  terms  that,  hopefully,  will  be  of  assistance  to 
those  readers  who  are  not  accustomed  to  American  English. 

The  Chairman  would  like  to  express  his  thanks  to  the  Commission 
Biembars  and  othtts  who  participated  in  the  work  of  the  Commission  for 
their  dedication  end  cooperation.    The  Chairman  would  also  like  to  express 
particular  thanks  to  Er.  Relnnuth,  who  had  the  major  rasponaibiUty  In 
assembling  and  editing  the  report,  to  Ginny  Stanaway,  for  typing  report 
drafts,  and  to  Lorraine  Smith  for  assistance  on  meeting  planning,  corres- 
pondence, and  preparation  of  the  final  report. 


December,  1975 


Cnalrman  ^ 
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•OBIE  OP  CONIENTS 

Section  I— SUMMARY  AND  RECOMMENDATIONS    .. 

Problems  of  Inflation  and  LUe  Insurance 

Problems  of  Inflation  and  Non-Ufe  Insuiance 
Jlsconunendationa    

Life  Insurance  Product  innovation    ...... 

Non-Life  Insurance  Product  Innovation  , , 


less  prevention  and  Dcpansa  Control    

CoopeiatWa  Actions , 

Section  n—INTRGDUCTION 

Impact  of  Inflation  on  Life  Inaurance  PoUcyfaolden 

Lnpect  of  Inflation  on  Ballcybolders  in  Non-Life 
Insurance 

Impact  of  Inflation  on  Cooperative  Inaurance  Companies  - 

Inflation  noblams  of  Ufa  Insurers 

Inflation  Problems  of  Non-Ufe  biaurers    

Section  ni—INFIATION  AND  PRODUCT  INNOVATION   

Life  Insurance  Product  Innovation 

Indexed  Term  Insurance   

Indexing  of  Permanent  bisurance    

Financing  by  Premium  Increases  Alone 
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labia  at  Contanta 

Mneed  by  Suiptua  Fund 
if  Both  Fac«  Amount  and 
Equtty  (Wlabla)  Ufa  Insuivnoa  Roduot* 

Odtar  Ufa  Froducta 

Mrata  PenflloiM  and  Annultlaa 

A  Kota  On  Taxation 

Non-Ufa  biawanoa  Product  InnovatlonB   .... 


Uablllty 


Sactton  IV— INVESTMENTS:    CBUICNGCS  &  OPPORTUNITIES., 

tewtwant  Raffulatlon    ., . 

mwMmant  taitfoUo  RaatrieUons   

Ufa  Inataranca  Bailey  Loan  Raatiletlona    

buuranca  Stabilisation FvDidB ,,, 

Qovatwaant  Landing  PaolUty  of  I«8t  Haaort   

Indaxad  Invastmanti  .,,.'. 

aactlon  V~L088  PREVENTION  AND  EXPEHR  COmSOL  ....... 

noblam  of  Automoblla  Rapalr  Coats 

RshabUltBtlon    

OUiar  leaa  Pravantton  Ettorta   

Bxponaa  Contiol , 

Sactlon  VI— REINSURANCE , 
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XMbtoof  coaMou  T 

vn— IMftH!  ACMESTUIW ;„ S8 

aoranwwnt  Action     , 58 

Actloni  by  Insurari .;...  S9 

Ltfoli 


SMrtlon  Vm—EXIERNU.  REIATIONS 

toUttonshipa  YTMi  Hm  PiibllG 

ItelMtonahtps  WW)  OUwr  Oig«lMtlMU 

Ralatlonshliw  vnth  QovwniMnUl  AuOkIUm 


Appandix  n—Case  Study:- .  Gamony  In  that  twvcMtt 
Appandbc  m~:8tock  MuiMt  Indices 


tLpptndtx  vn — Cuirant  Investment  Practice!  In  Selected  Countrtea 
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SUMMABY  AND  RECOMMENDATIONS 

We  bav*  datallad  In  thlB  rapoit  *onM  of  tha  attampta  of  Inauran  wound 
tiM  worU  to  oops  with  Inflation  in  tha  areaa  of  pnxlucta,  Invaatments, 
loaa  pravantion  and  expense  control.    Our  report  emi^Baiees  the  need  for 
new  Ideaa  to  meet  Inflation  problemB  of  botii  Inaurera  and  poUcytioldara . 
Some  recoDimandatianB  may  appear  to  be  unconventtonal  and  we  recognize 
that  the  Implementatton  of  some  of  our  ■uggectiona  may  not  be  poaaibla  In 
all  oountrtea.    But,  tt  la  our  atrong  conviction  tiiot  new  apivoachaa  by 
Inaurera,  and  also  by  regulatory  autiurltlas ,  are  required  to  meat  tha  aerious 
];roblens  that  inflation  la  causing  policyholders  and  Inaurare.   Cooperative 
Inaurera  have  a  apeclal  obligation  and  opportunity  to  adopt  new  aolutlona 
because  of  their  unique  relationship  to  their  policyholders,  eponaoring 
organizatlonB ,  and  government.    We  therefore  urge  that  cooperative  inaurera 
carefully  review  our  recommendations  to  make  a  proper  determination  aa  to 
which  recommendations  are  of  value  to  their  own  society  and  their  pollcyholdars. 

For  completeness  we  include  In  tills  section  a  summary  of  the  matters 
vrtiich  are  dealt  with  more  fully  in  the  full  report. 

PROBLEMS  OF  INFLATION  AND  LIFE  INSURANCE 

Ufe  inauranca  policyholders  face  the  serious  problem  of  the  declining  real 
value  of  life  Insurance  benefits  from  time  to  ttme  aa  a  result  of  Inflation. 
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toport  of  Conuilastoii  on  Inflation 


AnnultMtU  and  pwulonara  an  pertleularly  vulnaiabla  to  inflation  becausa 
usually  thalr  Inooma  U  flxad  at  tha  outsat  tn  tanns  of  tba  cufrancy  In  wUdi 
ttia  oontiact  is  Issuad.    Iha  Impact  on  dia  Ufa  insurar  la  that  administration 
aocpensas  Inoraasa  and  pcamlum  loadlnga  can  baooma  Inadaquata.   Ufa 
Inaurars  vrlll  also  axpotlenca  a  significant  outflow  of  funds  If  laiga  numbors 
of  pollcyholdars  sturandar  their  contracts  on  tonus  which  cannot  ba  vailad, 
and  a  much  imallar  growth  of  funds  If  poUoybolders  abandon  savings  contracta 
In  favor  of  term  Insuranca  becauaa  of  Inflation,    bi  alaoat  all  oountrlas ,  Qia 
Imreatmant  iBqulremonts  of  ylald,  liquidity,  and  safety  bava  crovad  Inoom- 

PRC»LCMS  OF  INFIATIOK  AND  HON-liPE  INSURANCE 

During  periods  of  tnflatton  non-lUa  policyholders  face  tha  pxiblam  of 
Maintaining  adequate  Insuranca  to  value  on  their  Insured  proparty.  U  thay 
are  undarlnsurad  and  tbara  Is  a  coinsurance,  or  avaraga,  clause  thay  may 
not  raallsa  tJiat  if  thay  suffer  a  loss  the  insurers  wlU  only  meet  the  pcopoc- 
tlon  of  the  loss  that  their  amount  of  Insuranca  beers  to  tha  full  value  of 
ttialr  pnpat^.  From  tta  viewpoint  of  tha  non-lifa  Insurer,  Uia  failure  of 
pollcyboldars  to  maintain  insurance  to  value  ptoducas  premluia  inadaquadas . 

Non-lUa  inaurars ,  particularly  Otosa  writing  Oifrd-party  liability 
Insurance,  may  euffar  severe  underwriting  losses  when  the  rata  of  Inflation 
rlaas  rapidly  because  of  Uie  time  lag  Involved  In  adjusting  premium  rates 
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both  for  new  and  toclaUng  bualnesa  to  tBlu  Into  ocoount  ttic  iflflaUd  clalna 
and  expenBes  already  experlanced  and  those  anticipated  In  tiie  future. 
Rainaurers  foee  an  even  greater  prableiR  In  nonpioportlonal  relnaurance 
becauaa  of  die  lag  in  the  payment  of  large  claime .    The  govanunental 
legulatlon  of  non-life  rates  In  many  oountrlea  adds  to  the  ttaia  lag  problem. 

Ihe  occurrence  of  underwriting  loBaea  or  at  best  the  dramatic  reduc- 
tion In  undeivnrlting  profits  which  have  resulted  from  Inflation  and  the 
devaluation  of  assets  which  occurred  In  many  countries  In  the  last  two 
years  have  seriously  eiodad  the  surplus  of  many  companies.    Via  effect 
is  to  Umit  nvn-llfa  inaurera'  underwriting  capacity  and  may  even  effect 

Inflation  also  affects  the  operations  of  fixed  deductibles  In  non-llfa 
Insurance.    loss  and  expense  costs  to  Insurers  increase  dis proportionate ty 
under  such  arrangements . 

RECOMMENDATIONS 

I'f?  I"8urance  Product  Innovation 

One  of  the  major  responses  of  life  insurers  to  Inflation  In  many  countries 
has  been  the  development  of  equity-type  or  variable  life  and  annuity  policies . 
In  our  opinion,  such  policies  have  not  effectively  solved  the  inflation 
problem  either  for  the  policyholder  or  for  the  insurer. 
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Yff  naonmnd  that  oooPM«Hva  Inmirwt  cxmaldw  UbuIuji  <ffd«xfd  turn 
Ufa  Inaurwica  poUcIbb .  Vnd«r  auoh  poUotos,  *'*"**"'■  and  praaluBS  or* 
Unkad  to  KiaM  trpa  <rf  oost-of-ltvlng  index.  Ihay  oHac  wlvsiitaB**  to  tba 
policjiwldaT  uid  Iiuutm'  undar  Inflattonary  oondltlona .  Such  poUdaa  ara 
balag  suocaiaAiIly  maricatad  In  aoma  countilaa.  Slooa  than  an  Uttla  or 
ao  actuarlaj  naarvaa,  few  algnlltcant  technical  ptoblama  exlat.  Advana 
■alactlon  pioblami  con  ba  reduced  or  eliminated  by  Uniting  or  natrlcting 
the  options  of  the  policyholder.    (See  text  for  a  further  dUcuaalon.) 

We  eleo  ncominend  indexed  pennan^  Inaatance  for  meettoa  inflation 
tcDbleme .   We  recognize  Uie  dlfficulttaa  of  applying  Indoxatlon  because 
Inflation -related  Inveatnent  opportunttias  differ  by  oountiy  and  the  potential 
difficulty  of  Insurere  to  explain  Indexed  pemanent  Insurance  to  poUcy- 
bolders.    bidexatlon  of  permanent  Ule  Insurance  if.  In  effect,  another 
nethod  of  dlsblbutlng  profits  (aurplua).    'Conditional*  and  partial  ''■^f^'-a 
may  be  the  moat  proniislng  method  (aee  text) .   Wa  believe  that  the  further 
development  of  tills  concept  would  be  In  the  interest  of  both  cooperotlv* 
Insurers  and  ttielr  policyholders. 

M«>a-Llfe  Inaufttnce  Product  Innovattpff 

Wa  reoommend  the  extenelon  of  indexation  to  non-lite  Insurance 
btanches  where  claim  amounts  an  directly  related  to  tocreaslna  indices 
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tffff  Iprtanca.  eomimUory  Ihlrd-party  automobile  liability^  tnauranc^) . 
indaxirtlnn  of  premiuma  ofifara  many  whrantaiieB  to  Oe  Insurar  and  can 
raduoa  ttw  araaa  of  oontrovoray  b«twaan  Inauran  and  regulatory  authoritlaa . 
Iha  llnScaga  of  fvemluma  and  Inaumd  amounts  la  being  accompUslwd  In 
bomaownors  loaurance  In  many  countilas.    Such  tndoxlng  solvea  the  preblam 
of  underlnauraoce  and  haa  proved  very  pcactlcal  with  few  problems .   W« 
ballave  tndaxatlon  la  prafarable  to  the  use  of  the  average  or  coinsurance 

The  Swadlsh  approach  of  unlimited  flra  Insurance  coverage  with  premiuma 
adjustable  annually  la  an  interesting  alternative.    We  recommend  further 
Study  of  thlB  development. 

The  development  of  Indexation  of  the  fire  reinstatement  clause  for 
IndustrlBt  risks  In  Norway  and  the  United  Kingdom  Is  en  IniwvaUon  benefit- 
ting polic^wldora .   We  recommend  the  coeslbllltv  of  extending  this  concert 
to  homeowners  Insurance . 

Stability  or  Index  clauses  In  nonproportlonal  reinsurance  contracts 
have  not  tieen  applied  In  every  country  for  competitive  reasons .    We  believe 
that  stability  clauses  lead  to  greater  equity  between  primary  Insurers  and 
reinsurers . 

Bwestments 

the  Insurer's  problem  of  eros^n  of  capital  value  by  inflation  can  be 
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lasMnwl  •iaMrby>i«aptnl8s]  of  InvsstiDaiit  policy  using  prssMit  opportunlttos 
or  by  Introduction  of  new  Invattment  poiilbllltlea . 

m  the  long  tmna,  some  pmaantly  available  Investment  opportunttlea , 
notably  equity  stocka  and  pmperty,  have  kept  pace  wift  Inflation,  but  In 
tha  short  run  none  has  satisfied  the  requirements  of  both  liquidity  and 
capital  safety .    nie  possibility  of  maintaining  liquidity  without  having  to 
■•U  Investmants  at  a  loss  because  of  temporary  cash  flow  problems  received 
oonsldareble  attention.    Two  Ideas  are  suggested: 

1 .  Inttoductlon  of  Industry  stabilization  reserve  funds 
designed  to  meet  Individual  company  cash  flow  needs 
In  the  short  run 

2 .  Obtaining  private  banking  lending  facilities  or  a  govem- 
.  ment  lending  facility  of  last  resort 

We  strongly  recommend  that  these  Investment  possibilities  be  further 
reaearched. 

We  alao  recommend  that  cooperative  companies  woric  to  obtain  intro- 
duction of  Indexed  securities.  Individual  Insurers  should  lead  the  effort 
by  attempting  to  Index  direct  loans  sucb  as  home  purchase  loans. 

Also,  Indexing  of  policy  loans  should  be  introduced  In  line  with 
Indexation  of  other  Investments .    Insurers  should  also  encourage  other 
private  institutions  to  issue  Indexed  securltleB.    If  [slvate  indexing  proves 
not  to  be  feasible  or  inadequate  In  a  particular  country,  then  government 
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Itstt*  of  IndtoMd  MourtUai  Is  reooBUBwaded. 

to  MnM  oountrloa  Ota  tnvoatmant  doxiblllty  of  Insuren  U  natrloMd 
by  atatuto  or  regutatoiy  authoritias.   Also,  m  aoue  countrtes  policy  loan 
nt»a  ara  ftxed  by  tha  tenna  of  tha  policy  and  raqutnd  by  law,   Coopan- 
ttra  Inaurara  ahould  alao  aoak  to  changa  lagal  rasUctlooa  Hwltlng  tha 
Invaatanant  and  loan  rata  flaxlbUlty. 

Io»«  Prevantton  and  Expanaa  Control 

Iha  two  baaic  alamanta  of  tha  piamluB  an  clalma  and  axpanaaa ,    Botii 
'  alamaota  «ra  haaylly  Influancad  by  InDatlon,   Efforts  to  taduoa  tha  ooata 

^  both  alamanta  through  loaa  pcavantlon  and  other  axpanaa  control  tmeti- 

niques  boooma  extramaly  Important  objactlvaa , 

In  the  automobtla  clalma  araa.  inaurars  In  soma  oountrias  arat 
1.     eonduoting  rasaarch  to  Imptova  tachnlquaa  of  repalrina 


2 .  suparviaing  claim  ooata  by  ualng  caiaful  inapactlon 
tachnlquaa 

3.  astabllahlng  car  rapair  centers  either  on  an  Individual  or 
lolnt  baala  with  dm  Inawanca  Induatiy 

4.  astabUahlng  rating  atrueturaa  basad  on  rapaliabUlty  with 
tba  objactlva  of  raducing  iha  cost  of  Dtotoc  yahtola  parts 
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ind  that  thnte  Important  k>aa  coBttol  davalowiwittB  be  extendad 

yff  fwy^amiand  that  cooperatlv  Inauwra  nafca  mvwv  tUbxt  to  Inqtyi^ 
ptpductlvlB'  »k4  raduoa  «PBn»*»  by; 

1.  Imm'T^  yfmlnlatratlve  nntcadirea  Including  the  Incrwed 
yi^  of  alccttynlc  data  pfpyeaaliw  avteiM 

2.  iMETDvad  marketing  apixoachea  that  wtU  lower  aalaa  ooata 

We  bellave  that  coUectlva  Inaurance  has  a  potential  of  reducing  maiicatlng 
and  admlnia&ative  coata.    Examplaa  ara  group  automobile  tnaurance  written 
a*  an  employe  benefit  and  collective  homeowners  taisurenca  programa  auch 
aa  that  written  in  Norway.    Cooperattva  Inaurera  ahould  renew  and/or 
Inttlate  efforta  to  Introduce,  or  expand,  collective  insurance  plans. 

We  also  bellave  tiiat  the  elimination  of  the  fault  factor,  cuirentty  so 
ptomlnerrt  In  the  tblrd-paity  UabUlty  system  for  automobile  and  other  types 
of  accidenta ,  can  [xoduce  significant  expense  aavinga  as  well  aa  intro- 
ducing more  afflclanay  and  equity  In  the  compensation  system. 

COOPERATIVE  ACTIONS 

Some  countries  have  made  special  internal  and  external  efforts  to  combat 
likflation.    Japan  offers  a  very  useful  example  of  the  recent  positive  actions 
taken  by  Insurers  and  government  fn  meeting  serious  inflation  problems .    Life 
and  rwn-life  insurers  In  Japan  responded  swiftly  by  Introducing  measures  to 
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W«  MnTTfinnm'  lllll*  ooooftty  Inwifyn  in  «vmy  eouittrv  amk* 
•Iterti  to:    fl)  InHoiff  ttwit  pqltevht^ldwi  «id  to  iBfluanea  wtotod 

m  wd  (31  »— k  f— dial  toolBtotlon  whw  nti— fwif. 
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AiOatloii  Is  said  to  ndat  whan  than  is  a  risa  in  tha  gananl  laval  at 
Om  faloaa  of  goods  and  sarvlcas .   Extranely  high  rates  of  Inflation  an 
ganamUr  rafamd  to  as  "taypai^lnflatlan*  or  'nm-away*  inflation,  md 
km  ratal  of  InflBtlan  ara  refwred  to  as  "eraeplng'  Inflation.   Thaia  ara 
no  pceclse  daflnttlona  of  thsaa  tarns.   An  hlstartcal  anmpla  of  Qia  effact 
of  hypar-lnflstlon  on  file  social  fabric  of  a  country  could  ba  sean  In  tbs 
Garakan  axparlanca  in  tha  1920's  Ig—  Appandbc  □) ,    hbla  1  ot  Appandbc  I 
gives  a  comparlBon  of  the  Index  of  Inflation  for  16  aelactad  Industrial 
countries  for  tha  period  1961-71  and  for  years  1971  to  1974  with  eatliiwtad 
rates  for  I97S,  and  Table  A  summarise*  tha  Information. 

IMPACT  OF  INFLATIOH  ON  LIFE  INSURANCE  POLICXHOUXRS 

Tha  Dia]or  problem  faced  by  the  life  tnsuranca  pollcyhold^  In  an 
Inflatlonafy  economy  Is  tiie  declining  'real*  valua  of  a  fbcad  benefit.    The 
raaliatumon  inmiumB  paid  may  be  Mctranwly  low  orevan  negatlva.   As 
dlscuBsad  in  Appendix  □  the  SKtrama  axampla  la  Germany  triiara  a  fixed, 
amount  of  25,000  marks  In  191B  could  have  purchased  a  housa,  but  by 
1923  the  sama  number  of  marks  could  not  have  purchased  avan  a  postaga 
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T«Ue  A 
Dlrtributton  of  Inflation  tef  i  for  16  Countrlaa' 


MundMr  of  Covintrlaa 

AvM«ge  Annus! 
mOuionRata 

Period 
1961-1970 

v-»                     1 

1971 

1972 

1973 

1974 

1975 

Up  to  3% 

4 

2 

3.1  -  5% 

S 

3 

3 

S.l  -7.5% 

3 

10 

11 

7 

1 

7,6-  im 

I 

2 

S 

3 

10.1  -  1S% 

I 

3 

6 

15.1  -  20% 

4 

0<rarZO% 

1 

3 

n  rate  >  %  change  in  oonBumar  prlcaa . 
Countrtos  Includsd  In  Invaitlgatlon: 


West  Gorwany 

Italy 

Canada 

B^lum 

Japan 

Flnlud 

DnttKl  States 

Netherlands 

Sweden 

France 

U.  K. 

Hormy 

Souico;  OECD  Main  Economic  Indicators 
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■tamp.    The  policyholder  con  ■ttempt  to  IncrAasa  his  Insurance  In  raal 
tetms,  as  inflationerodea  the  face  emountof  his  contract.    As  hie  age 
tncreases,  the  pramtum  rate  wUl  also  Increase  and  he  has  to  face  ttie  pos- 
sibility that  he  may  be  uninsurable.    Group  life  Insursnoe  offers  some 
lellef  if  It  is  wage  related,  bat  some  Insurance  needs  may  continue  beyond 
the  period  of  employment  lAen  sroup  life  coverage  nwy  have  ceased. 

While  Inflation  decreases  the  real  value  of  life  insurance  death  benefits 
oonslderab^.  Its  effect  may  be  catastrophic  to  policyholders  reoBlving  fixed 
annuity  or  pension  benefits.    Retirees  wlti)  fixed  pensions  are  pBctlculerly  vulner- 
eble  since  they  have  little  or  no  oppoftuntty  to  incraaae  current  Incama . 
Inaureda  receiving  fixed  dlaabillty  incomes  are  In  a  almtlar  position. 

DIPACT  OF  INFLATION  ON  POLICraOLDERS  IN  NON-LIFE  DfSUKANCE 

b  nm-llfe  laswance  the  problems  created  by  inflation  for  the  Insured 
differ  from  life  Insurance  problems  because  benefits  are  on  en  Indenutlty  besls 
nther  Uian  on  a  fixed-amount  basis .    Premiums  inevitably  increase  and  may 
become  ao  high  that  the  policyholders  whose  inoomes  have  not  kept  pace 
with  the  increaaes  either  relinqutah  their  pollclea  or  continue  them  on  a 
reduced  basla  In  real  terms.    In  fire  and- homeowners  insurance,  4ie  Insiowl 
who  fails  to  increase  hia  poMcy  fsce  amounta  according  to  the  inoreasa  tn 
the  values  of  his  property  bees  a  large  risk  that  the  Insurence  will  be 
Inadequate  if  a  total  loss  occurs.   In  dw  can  of  a  partial  loss,  be  may  bi 
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pennllBMl  financially  by  the  operation  of  a  celnauianca  or  pcoportional 
olausa.    nia  potential  increase  In  bulldinq  costa  from  the  time  of  Um  loas 
to  the  time  of  replacement  of  the  property  ia  an  additional  riak. 

Tot  thoae  who  are  injured  in  automobile  accidents  and  vrtto  look  for 
compensation  under  the  liability  insurance  aystem,  inflation  haa  two  effecta. 
First,  those  «rt>o  are  in  the  proceaa  of  settlement  may  settle  early  fOr  In- 
adequate amounts  because  of  Immediate  financial  ^obleros  caused  by  the 
riae  In  the  coat  of  living.    Secondly,  ttiose  who  have  received  a  aettlement 
In  the  past  find  it  Inadequate  as  time  passes  and  the  cost  of  living  continues 
to  rtae. 

IMEKCT  OF  fflFUTION  ON  COOPERATIVE  msURANCE  COMPANIES 

The  fortunes  of  cooperative  insurance  companiea  are  closely  linked 
to  ttiose  of  their  policyholders,  but  the  problems  an  insurer  faces  in  en 
Inflationary  economy  are  not  identical  to  those  of  its  Insureds.    Most  of  the 
problems  are  related  to  the  nature  of  the  Insurance  business.    As  a  "service" 
the  Insurance  product  depends  more  on  wage  levels  than  on  ^Ice  levels, 
both  In  administration  expenses  and.  In  non-life  Insurance,  the  loss  or 
claim  component.    Ihus,  the  "cost-of-living  Index"  may  not  be  a  particu- 
larly adequate  measure  of  Inflation  problems  from  the  perspective  of  the 
Insurer.    In  addition,  inflationary  pioblenia  differ  somewhat  for  life  and 
non-life  insurance . 
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One  mafor  problem  faced  by  life  Insurance  companies  la  the  escalation  of 
expenses  caused  by  Inflation  in  servicing  individual  fixed-premium  long-term 
policies.    Expense  loadings  which  are  fixed  at  the  time  of  Issuanca  can 
become  seriously  inadequate.   When  the  inflation  rate  Is  volatile.  It  becomes 
extremely  difficult  to  forecast  inflation  and  Include  an  adequate  allowance 
for  expenses  in  the  premium  structure.    Increased  sales  of  new  policies  In 
an  inflationary  period,  leading  to  increased  expense  allowance  per  policy, 
may  not  be  sufficient  to  cover  the  increase  in  expenses.   And  even  If  growth 
of  insurance  volume  is  sufficient  to  cover  such  expenses,  the  result  is  that 
newer  policyholders  cany  too  high  a  proportion  of  the  costs  and  subsldlee 
policyholders  who  hold  older  contracts . 

A  second  major  problem  that  life  Insurers  face  under  conditions  of 
Inflation  Is  the  Investment  of  reserve  and  surplus  funds.    Because  Individual 
life  insurance  contracts  are  long-term  commitments,  life  companies  Invest 
In  long-term,  secure  Investments.    If  inflation  Is  moderate,  the  earnings 
on  Investments  are  usually  sufficient  to  produce  positive  real  returns,  at 
least  equal  to  the  nominal  rate  of  Interest  assumed  In  reserves;  and,  other 
things  being  equal,  the  valuation  of  assets  and  liabilities  will  not  disclose 
a  deficiency.    However,  If  Investment  earnings  produce  negative  real 
returns,  as  Is  the  case  in  a  highly  inflationary  period,  the  Impact  may  be 
financially  dlsastKnis  because  the  real  value  of  the  benefits  have  eroded 
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bafora  Uw  olAlB  U  BMla.    Balloyholdcn  cancel  Indtvkhwl  oontncta  with 
■iTlnss  faatuns  •n4/<or  a  Ugfa  pcoportkui  of  polloyholdtra  borrow  loan 
vttluM  1— whlng  In  Montfloant  csah  fknra  out  of  the  company.    PaUcyhoUen 
nwy  alio  riUft  to  tem  Inaurance  contract*  resulting  tn  leaa  pnmluai  Incone 
to  1h*  Inaimr,  or  sales  of  new  Ufa  Insurance  may  actually  decline.   Soma 
of  tfaa  fiMagolng  coniaquencas  wars  axpariencad  by  Ufa  inaurars  In  OMny 
oouDMes,  particularly  In  19?3  and  1974.   Also  adding  to  the  Investment 
dllamnw  are  thoea  govenuaents  who  require  Inveatment  by  Insurers  In 
'aoolaUy  desirable'  ptogiams  where  the  ratuma  may  be  relatively  low. 

Anothar  problem  emaiigtng  in  aone  eountilea  la  a  govammant  requirement 
that  pensions  and  annutties  must  be  linked  to  a  oost-of-llvlng  index,   WhUe 
sodt  tequlrements  nay  be  socially  deatieble,  indax-liaked  Investment  media 
of  funding  from  government  sources  must  be  ptovldad  or  fulf lllmant  of  such 
oontmcts  may  be  Impossible. 

pamifm  Problems  of  Hen-Ufe  Insurers 

Hon-Uls  Insurers  face  a  dlffeient  set  oi  prablama  created  by  inflation. 
Bven  though  premiums  can  Im  adlusted  periodically,  there  Is  a  considerable 
time  lag  between  the  Inflated  claim  and  expense  experience  and  the  reflection 
of  the  higher  costs  fn  new  pramluma .   When  InfUtlon  Is  escalating,  the  lag 
jnblam  la  severe,    bidetfd,  the  past  loss  and  axpenaa  experience  In  an 
InflattooMiy  period  aMy  be  Irrdewent.   As  In  IIM  Insurance,  tte  costs 
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ton-Ufa  Innvars  an  laiTcIy  waga-mlatad.    Labor  cost!  also 
Vtt  a  slgnlflcsnt  aompoiMnt  In  tha  claliu  that  non-lUe  Inaurars  pay, 

A  rtudy  by  Munich  RalMuranca  Company  In  1971  estlmaUcl  ths  break- 
<lo«m  of  eosU  Inoucrad-by  non-Ufa  Insuran  In  OaiBMny.'  iBble  B.U  takm 
from  that  study. 


Table  B 


Dapandlngon 
Labor  Costs 

on  Prices 

'     Other 
Influences 

Rot  Subject 

toCOBt- 

bK)r«esinv 
Influences 

=■"" 

appTOK. 
SOX 

approx, 
15  -  30  % 

approx. 
10  -  20  % 

e-10% 

spprox. 
60  -  65  % 

approx. 

20% 

- 

approx. 
15  -  20  % 

Total 

approx. 
52  -  5S  it 

approx. 
23-27% 

approx, 
6-12% 

approx. 

10  -  14  % 

Source:    The  Influence  of  Inflation  on  Insurance,' 

(Published  by  Munich  Reinsurance  Co. ,  May,  1971),  p.  12. 


Although  the  figures  in  tha  table  may  very  from  company  to  company  and 
with  tha  composition  of  a  particular  company's  book  of  business ,  the  table 
reveals  that  appcoximately  50  percent  of  the  claim  component  Is  dependant 
on  labor  costs  and  25-30  percent  Is  dependent  on  ixtces,  e.g.,  prices  at 
parts  and  materials  {which  also  ara  partially  composed  of  labor  costs).    Since 
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«Mfl«a  tMMl  to  Inonua  •van  la  A*  Aaonc*  ol  on  twxaaM  in  tho  ooM-of-    -- 
IMag  Indax,  InnBawM  ooMpanloB  fMa  •  oonitant  laOaUonwr  Ittts. 

Anotbar  InflaMniirr  botor,  aomatlnoa  ratenwl  to  •«  "anpHlBpoaod' 
lafbUoM,  awy  *laa  ncUt  la  oactata  Unaa  of  non-Ufa  inawaoee,  particular^ 
UabUttr  Inaiamoa. :  nUa  fwtor  U  alaonlloctwl  In  labia  B  and  lalNlad  u 
"OdMrbCnanoM.'  An  aonHpte  of  ttUa  tactar  Is  tha  iBpnvoaant  tn  the 
quality  a(  wad  toil  moUoaaand  traatMaat  laading  to  inonaiad  loaaavttr 
of  aooldaatvlctlBa  whkdi  tanda  to  inoraaaa  dalmcoata  ovar  tfna,   Himthai 
aBM»^  la  tba  tandMicr  of  eourta  to  a«*anl  mora  llbaral  auounta  for  gvMral  . 
dawagaa  or  "pain  and  iuttoring"  in  tiablUtr  actlona .    Tha  fisragolng 
auHpUa  are  fraquontlr  cltad  to  axplaln  tha  diicraponcr  batwaan  ttw 
Ugfaar  avwaga  claim  ooat  of  bodUy  Injuty  liability  «cparlencad  by  Insurars 
and  oOwr  Indleai  roaaaixing  coat-of-llvUig  and  waga  and  aalary  Incraaaaa . 

Tha  laat  column  of  Tabla  B,  labalad  'Not  Subjoct  to  Coat-lncraaalng 
Bifluencaa,'  rafara  to  dwae  Inauranca  llnaa  In  which  the  lost  payable  ts 
•  ftmd  aum,  e.g. ,  parsonal  accldant  Inauronca,  ea  oppoied  to  tniuranca 
baaed  on  the  principle  of  indemnity.    Ficm  the  Inaiser's  point  of  view,  die 
claim  amount*  ore  not  influenced  by  Inflation  vrtien  tha  loss  payable  la 
fixed. 

RalBtlvely  high  and/or  flttctuating  ntaa  of  Inflation  create  apeoiol 
ptoblams  for  non-Ufa  Insurws.    Ita  llabUl^  Insurance  llnaa,  such  as  auto- 
nobUe  bodUy  Injuty  lleblUty,  ttaare  U  en  lidMrent  delay  In  the  aettlawant 
of  datms  vritlob  can  nault  in  aarloua  flnaaelal  ptiblams  lAan  the  inftotlon 
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nto  litoraaa«s  aubstantlaUr-    Rwnluina  which  *rara  •■fabttshad  on  tlw 
baals  of  pro|«ct«d  loaaaa  baaad  oa  a  paM  period  BBybe  inadaquMe  to  tumat 
Iha  loaaaaattlMttae  of  sattlMMKt.   nbla  C  UluabaM*  tlw  Impsct  of 
Inflation  whan  datn  •attlananta  aie  d«lKy*d .   Tabla  C  attlnMaa  ttw  par*  - 
oantage  Inomaaaa  In  tha  final  olalm  ooata  at  varying' Inflation  ntaa  wttk 
VBiylng  vrvn^t  dalay  of  aattlananta .    PoraKampla,  tha  labia  tmUoatas 
that  an  Inoreaie  la  th«  Inflation  nta  of  4  panent  with  an  avansa  daisy  at 
aattlamant  of  thrae  yaara  will  raault  In  an  Innaasa  of  14  parcant  In  ttaa 
final  alalB  ooits. 

"nbleC 
AviaoB  DeUv  of  Stttlament 

tncraasad  Devwa  I  l.E  2  2.S  3 

of  Claims  Infiatlon         Xa^r         Yeara  Yeara         Yaara         Ya«f«         J| 


Similarly,  loaa  Taaaivaa  nay  baaona  aartmnly  Inadaquata  lAan  tha 
•  of  Inflation  ineraaaaa.    3ha  pnblaa  of  naanrim  lar  larga  loaaaa  irtiaM 
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s  ora  d«lay«d  U  paitlcularly  ■avaro  U  th«  Inflation  factor  ua«d  In 
lasarrtng  la  Inadequate  or  InpoaaUiile  to  pradlct.    K  Invaatoant  ratuma  do 
not  offaat  Cm  Inflation  of  Joiaai ,  fli*  auiplua  of  tha  company  may  ba  raduo«d. 
bainvn  tn  many  counti:laa  tit  1974  axpaHan^ad  a  aubatantlal  raduotlon  tn 
mrplua  as  a  raault  of  ttaa  combination  of  *undarwiUlnfl  loaaai'  largely 
ptoduoed  by  bl|^  ratea  of  inflation,  plui  a  itmultaneoua  loai  in  the  value 
at  aecurltlaa  baU.      Some  Iniuren  aaw  their  aohranoy  margin  threatened. 

K  apaclal  problem  of  Inauien  writing  fire  and  homaownan  Iniwanca 
la  the  tendency  of  pollcyholdera  In  a  time  of  Inflation  to  fall  to  update 
'ttie  Insurance  amount!  equal  to  the  Increasing  value  of  their  iropeity.    Since 
Inturera  tend  to  pay  partial  loasei  In  full,  even  If  there  la  an  average  or 
eolnaurance  clauia,  the  financial  affect  ta  that  pramiuma  become  Inadequate. 
That  la.  If  Inaureda  do  not  Insure  for  a  relattvely  high  percentage  to  the 
value  of  Ibalr  property  based  on  tha  policy  maxlnum  insured,  premiums 
become  Inadequate  since  tha  isaponderance  of  losses  era  partial.    To 
relieve  this  problem  Insurers  In  many  countries  new  link  the  Insurance 
amounts  of  fire  and  hooiaowneia  Insurance  to  some  type  of  prtca  Index. 
nis  topic  will  be  discussed  In  Sectioniv. 


'Sea  nbla  1  of  Appendix  IH  for  a  comparison  of  stock  market  Indices 
of  selected  countries . 
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'  A  Mlatad  problam  Innon-llfa  lnaunnc«,  and  portlculsrly  In  sutomobtle 
ooUlston  Inaunnc«,  Is  the  aftect  of  Inflation  on  daductlbles .   Flxed-atnount 
doductlblea  are  cost  lalalng  to  the  insurer  under  Inflationary  condtUona 
■Ince;    (I)  oMre  cIbIbs  exceed  the'Itaad-deducttble  amount,  and  an  there- 
fore payable;  and  (2)  sxpenaes  are  incuned  for  handling  a  lerger  number  of 
small  claims ,    The  overall  effect  ta  to  Inorease  the  average  claim  COSte 
and  expenses  of  adjusting  and  handling  such  losses .    lb  the  csetent 

a  do  not  anUetpate  auch  an  Increesa.the  Insurer  suffers  losses . 
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mriATION  AND  PRODUCT  INNOVATION 

buuraitoe  companlBB  In  the  past,  as  well  as  currently,  are  attempting 
to  meet  the  problems  of  Inflation  by  various  means .    Innovations  have 
been  Introduced  by  Insurers  In  the  nature  of  the  products  sold  and  In 
pricing  mechanisms.    Some  of  these  Innovations  have  been  successful 
while  others  have  failed.    In  some  Instances,  failure  was  due  to  external 
reasons,  e.g.,  governmental  action  or  prohibition,  while  In  other  cases 
policyholders  did  not  accept  a  particular  I: 

nie  Commission  devoted  considerable  a 
"indexing"  or  'Index-linking.'  Index-linking  represents  a  useful  tech- 
nique since  it  automatically  relates  either  insurance  benefits  and/or 
price  to  some  objective  measure  or  "Index"  of  inflation.  The  Commis- 
sion has  examined  Indexing  as  a  method  of  living  with  inflation  and  as  a 
tool  of  protecting  policyholders  as  well  as  insurers  from  the  distortions 
inflation  causes.  Index-linkage  of  insurance  has.  In  fact,  been  suc- 
cessful In  some  areas,  especially  In  non-life  insurance  and  several 
governments  have  used  the  technique  In  social  Insurance  programs. 

bidex-Ilnkage  techniques  differ  between  life  and  non-life  Insurance. 


^Brazil  adopted  a  widespread  Indexation  system  of  financial  Instruments 
In  the  19G0's  and  the  relatively  high  rate  of  Inflation  was  eventually  lowered 
significantly.    However,  It  has  also  been  argued  that  Brazil  Is  not  a  general 
model  since:    (1)  It  Is  a  developlns  country;  (2)  Indexation  in  Brazil  was 
introduced  by  a  military  regime;  and  (3)  Indexing  worsened  the  distribution 
of  Income  in  Brazil. 

21 
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Moreover,  In  life  Insurance  and  pension*  with  a  ssvlngi  element,  the  feaal- 
blllty  of  tndax-llnkage  is  related  to  the  avaUabUlty  of  Inflation-proofed 
InveBtments .    The  Investment  iwoblem  Is  discussed  In  a  separate  section . 

LIFE  INSURANCE  PRODUCT  INNOVATKJN 

tedexed  Term  Insurance 

Indexed  term  Insurance  contracts  have  been  successfully  marketed  In 
some  countries .    Under  such  contracts  both  the  premiumB  and  the  amounts  of 
Insurance  are  commonly  linked  to  an  Index — usually  a  cost-of-living  Index. 
Tbat  Is,  the  Increases  In  benefits  required  by  the  Index  are  completely 
financed  by  Increased  premiums.    Since  there  are  Uttle  or  no  actuarial 
reserves,  no  Investment  problems  are  presented. 

Indexed  term  policies  were  Introduced  in  Finland  as  early  as  tn  the  1940'b 
In  Iceland — ^whlch  has  experienced  high  Inflation  rates — endowment  life 
Insurance  has  practically  disappeared  and  companies  now  sell  fully  indexed 
term  insurance . 

Ot  the  United  Kingdom,  Legal  and  General  Msurance  Company  has 
developed  a  'Family  Income  Plan"  which  is  essentially  an  Indexed, 
decreasing  term  Insurance  policy.  Under  this  contract  both  the  premium 
aitd  the  Insurance  amounts  are  tied  with  the  cost-of -living  index  during 
the  lifetime  of  the  insured.  At  the  death  of  the  Insured  [within  the  term) 
dte  beneficiary  receives  a  yearly  Income  starting  at  an  tradexed  amount 
and  Increasing  by  10  percent  per  annum.    For  a  fuller  description  of  the 
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policy,  see  Appendix  IV. 

Ja  tha  United  States  aome  companies  have  also  Introduced  Innovations 
In  Indexed  term  Insurance .    League  Life  Insurance  Company  of  Michigan 
recently  developed  a  low-cost  "Family  Group  Life*  policy  with  coverage 
on  aU  family  members  In  which  the  term  Insurance  amounts  and  premiums 
•re  fully  tied  to  a  cost-of -living  Index. 

Other  companies  have  also  applied  the  technique  in  different  forms. 
Indexed  tenn  insurance  may  be  combined  with  permanent  Insurance.    For 
Instance,  term  Insurance  riders  equal  to  indexed  Increases  In  the  face 
amount  can  be  attached  to  policies  with  a  savings  element.    Altematlvaty, 
options  can  be  provided  to  take  dividends  or  profit  distributions  in  the 
form  of  term  Insurance  riders.    For  example.  Teachers  Insurance  and  Annuity 
Association  of  New  York  has  successfully  marketed  a  one-year  term   addi- 
tion tied  to  the  cost-of-living  Index  on  all  of  Its  individual  policies. 

The  advantage  of  such  contracts  to  the  policyholder  is  that  additional 
amounts  of  Insurance  are  added  automatically  and  without  evidence  of 
insurability  or  good  health.    Such  contracts  also  greatly  reduce  the  problem 
of  rising  administration  expenses  of  the  Insurer  in  an  Inflationary  period 
since  premium  Income  automatically  Increases.    The  major  disadvantages 
to  the  policyholder  are:    (1)  the  temporary  nature  of  term  Insurance;  and 
(2)  dual  Increases  In  premium  payments  for  both  Increasing  age  and  cost 
of  living  may  become  a  financial  burden. 
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Dm  Insurer  must  develop  techniques  to  minimize  adverse  selection 
ao  as  to  assure  that  the  Insurance  Is  eoonomlcalty  feasible.    For  example, 
under  the  Indexed  Family  Group  Ufa  policy  Issued  by  League  life  Insuranca  Com- 
pany, and  Insuring  about  500,000  people.  Indexed  Increases  In  premiums 
and  benefits  automatically  apply  to  all  policies.     The  policy  contains 
■n  option  allowing  a  policyholder  to  convert  to  an  identical  policy  without 
the  "Index  feature."    Once  having  elected  the  option,  he  Is  Ineligible  for 
future  cost-of-living  benefit  Increases.    Benefits  and  premiums  were 
ncently  increased  ZO  percent.    Pollc^tolders  were  strongly  urged  to 
maintain  their  Indexed  policy,  and  fewer  Hian  one-half  of  one  percent  of 
the  policyholders  exercised  the  conversion  option  (see  Appendix  V) . 

Indexing  of  Permanent  Insurance 

Indexing  of  permanent  Insurance  creates  some  special  problems  of 
financing  primarily  due  to  the  large  policy  reserves  Involved.   Any  Increase 
In  the  faceamount  of  a  life  policy  must  be  financed  by  either: 

(a)  an  Increase  in  premium,  or 

(b)  appropriation  of  surplus  funds,  or 

(c)  some  combination  of  these  two 

Surplus  funds  are  at  present  often  used  to  increase  the  face  value 
and  thus  provide  some  offset  to  inflation.    In  Europe,  for  example,  surplus 
Is  used  to  provide  "reversionary  bonuses'  or  paid-up  additions  to  Oia  face  v^lvi 
U.S.  insurer  practice  is  to  distribute  surplus  as  dividends,  which  can  often  be 


DigiLizedbyGoOglc 


•ppUad  to  purchss*  paid-up  addlUone  to  the  face  valus  In  xbe  same  way. 

Unfortunately,  additions  to  the  face  value  financed  by  surplus  generally 
fall  far  short  of  providing  piocectlon  against  Inflation.    Neither  can  Indexed 
premiums  finance  Indexed  face  values  without  using  surplus  appropriations 
as  well.    In  fact,  to  operate  on  a  completely  sound  flnahcial  basis,  indexa- 
Uon  of  the  face  values  and  premluniB  must  be  supported  by  Investments 
which  fully  maintain  their  real  value  In  times  of  Inflation. 

The  consequences  of  the  three  approaches  to  financing  Indexation  can 
be  compared  by  examining  the  simplified  formula  for  policy  reserves  in 
life  Insurance  (for  simplicity  expenses  and  other  considerations  have  been 
deleted): 

Policy  reserve  =  present  value  of  face  amount 
-  present  value  of  premiums. 
TO  take  an  example,  suppose  that  for  a  particular  policy: 

Present  value  of  face  amount  -  SIO.OOO 

n«sent  value  of  premiums      =  $  4,000 

Policy  reserve  -  $10,000  -  S4,000  -  S6,000 

Following  this  example  through ,  suppose  thet  there  was  an  Inflation  rate 
of  10  percent  during  the  year.    The  effects  of  the  three  methods  of  financing 
the  required  10  percent  increase  can  now  be  examined. 

Financing  by  Premium  Increases  Alone.     In  this  example ,  tndex-llnkaga 
requires  a  10  percent  Increase  in  face  amount.   The  present  value  of  the 
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face  amount  Is  therefore  also  Increased  by  10  percent,  Hiat  Is,  by  $1,000. 

Under  this  method,  no  surplus  will  be  used  to  finance  the  Incraase, 
Therefore,  premiums  must  be  raised  to  provide  the  additional  $1,000  of 
present  vatue.    Thta  requires  an  increasB  of  1000/4000  or  2S  percent. 

In  practice,  premiums  increase  at  a  greater  rate  than  the  face  value 
because  the  increases  are  purchased  by  the  policyholder  at  an  older  age 
than  when  the  policy  was  originally  written,    nils  effect  will,  In  fact, 
worsen  over  the  term  of  the  policy  as  Oie  reserve  grows  and  the  effect 
of  advancing  age  becomes  more  pronounced. 

Increases  Financed  by  Surplus  Funds  ■    Returning  to  the  example,  suppose 
that  the  funds  supporting  the  policy  amounted  to  S6,600,  leaving  a  surplus 
of  $600.    If  the  premium  were  left  fixed  and  the  surplus  of  $600  were  appro- 
priated to  provide  an  Increased  face  amount,  the  face  amount  could  be 
Increased  to  the  point  where  the  new  policy  reserve  was  $S,600,  or  the 
total  accumulated  reserve  fund.    Hie  value  of  the  new  face  amount  Is 
therefore: 

value  of  increased  face  amount  "  Total  accumulated  reserve  fund 
+  present  value  of  iremlums 

-$6,G00-f  $4,000 

-SIO,GOO 
Ihe  face  amount  cap  therefore  be  Increased  by  600/10,000  or  6  perceitt 
without  increasing  the  premiums .    This  falls  well  short  of  the  required 
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10  pwcant  Increase,  even  though  the  suiplua  was  about  10  percent  of  the 
fiind.    In  other  word*,  even  If  tha  real  rate  of  return  (I.e..  the  rate  after 
Inflation}  Is  as  high  as  the  interest  rate  assumed  In  the  reserve  calculations, 
the  resulting  surplus  will  not  provide  Increases  to  match  inflation. 

|[]^p-MHf>n  of  Both  Face  Amount  and  Premiums.    Using  the  same  example, 
SUHOse  that  both  tha  face  amount  and  premiums  are  Increased  by  the 
Inflation  rate  of  10  percent. 

hvsant  value  of  Increased  face  amount  =  1,1  x  SIO.OOO  =  $11,000 
nesent  value  of  increased  premiums       •  I.l  x  S  4,000  '  S  4,400 
New  policy  reserve  ••  present  value  of  increased  face  amount 
-  present  value  of  Increased  premiums 
-$11,000  -  $4,400 
-  $  6, $00 
In  the  example,  the  total  accumulated  reserve  fund  was  S6,600,  so  that  a 
combination  of  surplus  funds  plus  indexed  premiums  is  sufficient  to  finance 
the  Indexed  face  amount. 

ne  10  percent  surplus  figure  is  no  accident,    bi  general.  It  would  be 
necessary  to  earn  surplus  investment  yield  at  the  same  rate  as  Inflation  to 
maintain  an  Indexing  scheme .    In  other  words ,  Investments  must  retain  their 
real  value  and.  In  addition,  provide  the  nominal  rate  assumed  In  the  reserve 
calculations . 

la  practice, several  other  points  are  Important,    First,  surplus  may  result 
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fom  favoreblo  mortality  or  expanse  savtnga  as  wall  as  horn  Investmant 
yield.    Mortality  rates  have  been  ganerally  decreasing  for  many  years,  and 
ais  is  therefore  a  realistic  source  of  surplus.   Expanses  will,  of  courae, 
Increaae  with  Inflation,  but.  If  the  aroaa  premium  ts  indexed,  the  expense 
loading  will  increase  proportionately.    By  using  modem  tachnoloav  and 
oost-saving  methods,  it  may  be  possible  to  hold  increasea  In  expanaea 
to  lesa  titan  the  increases  in'  the  Inflation  Index  being  used  for  tndexatloii. 

SftOOnd,  gross  premiums  usually  include  a  loading  for  Initial  expanaea 
and  commla  a  Ions,  which  are  paid  In  "old"  cuirency  at  the  outset.    Any 
Index-linked  increase  In  gross  premium  will  therefore  contain  a  redundant 
Increase  in  this  loading,  trtilch  can  be  used  to  offset  the  coat  of  indexation. 

nitrd,  it  may  be  passible  to  calculate  premiums  on  an  artificially  low 
Interest  rate  to  ensure  a  strong  emergence  of  surplus  in  the  future.    For 
example,  the  premiums  might  be  calculated  on  a  4  percent  interest  bastfl 
•nd,  in  addition,  allow  for  10  percent  annual  increaaes  in  both  pfemluros 
and  face  anuunt.    This  would  mean  that  an  effective  Interest  rate  of  minus 
6  percent  would  be  used.    This  Is  an  extreme  example;  a  less  severe  loading 
might  well  be  adequate . 

It  Should  t>e  noted,  however,  that  the  inflation  problem  is  not  entirely 
•otved  by  this  apixoach  unless  the  investments  are  fully  hedged  against 
Inflation,    Otherwise  surplus  premiums  must  be  accumulated  to  help  finance 
future  Increases,  so  that  to  a  certain  extent  old  money  will  still  be  used  to 
meet  Inflated  benefits.    Nevertheless,  with  good  investment  yields,  and 
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possibly  moderate  premtum  loadings.  Indexing  may  sUU  be  an  attractive 
oompromise  to  both  company  and  policyholder. 

FlnaUy,  there  Is  the  poaslbUtty  of  pairtlal  Index-linking.    Under  this 
scheme,  premiums  and  faca  amounts  could  bo  Increased  by,  say,  50  percent 
of  tiw  current  inflation  rate  to  i»ovide  partial  protection  against  Inflation. 
Ihe  level  of  surplus  need  not  be  so  high  In  this  case. 

Indexed  permanent  policies  are  currently  being  issued  In  Finland. 
The  system  can  be  described  as  a  'conditional  and  partial"  indexing  system. 
Until  the  latter  part  of  the  ISGO's,  companies  in  Finland  issued  policies 
with  a  guarantee  of  50  percent  index- linkage ,  and  voluntarily  paid  through 
profit-sharing  up  to  100  percent  during  the  first  policy  years,    lliis  index- 
Unking  was  aided  by  the  opportunity  to  invest  In  Indexed  securities.    How- 
ever, Index  loans  have  since  baen  prohibited  by  law,  and  indexation  is 
no  longer  guaranteed.    Despite  these  changes,  companies  still  attempt  to 
maintain  100  percent  indexing  for  newer  policies  and  50  percent  Indexed 
coverage  for  older  policies. 

Another  country  where  indexed  permanent  life  policies  have  a  long 
tiadltion  Is  Israel.    Indexation  In  Israel  began  in  I35S  based  on  the  fact 
that  insurers  have  the  opportunity  of  Investing  the  policy  reserves  In 
indexed  state  bonds.    Life  insurers  in  Chile  have  also  employed  such 
indexation  where  Indexed  securities  are  available. 
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Equity  (Variable)  Life  Insurance  Products 

Another  class  of  'Inflation-related"  Insurance  conbacts  which  has 
bean  Introduced  In  some  countries  is  "variable"  benefit  life  Insurance  or 
annuities .  ^    Under  a  variety  of  contracts  benefits  and/or  premiums  are 
linked  to  specific  Investment  portfolios  generally  consisting  of  stock  or 
equity  Investments.    The  assumption  that  the  Investment  portfolio  under- 
lying the  benefits  will  be  closely  related  to  the  rate  of  inflation  has  {roved 
to  be  tenuous — at  least  over  the  short  run.    The  recent  experience  in  many 
countries  under  such  contracts  In  which  stock  values  fell  precipitously 
with  a  simultaneous  increase  in  the  rates  of  litOstlon  represented  tha 
worst  possible  combination  for  such  contracts.    Since  the  entire  investment 
risk  falls  upon  the  policyholder  under  variable  contracts,  serious  marketing 
and  public  relations  problems  present  themselves  to  the  company  when 
portfolio  values  decline  substantially. 

flther  Life  Roducts 

Another  product  innovation  recently  developed  in  tlie  United  States  by 


^For  a  comprehensive  Study  of  tha  development  of  equity  and  variable 
life  Insurance  around  the  world ,  see  "Report  of  the  Investment  of  Funds 
Commission,"  presented  to  the  I.C.I.F.  meeting  in  October,  1974,  in  Tokyo, 
Japan. 
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Minnesota  Mutual  Ufa  combines  term  and  whole  life  Insurance  with  the 
Insured  possessing  the  ability  to  change  the  mix  of  the  two,  and  the  oppor- 
tunity to  Increase  the  amount  of  insurance  accoidlng  to  the  cost  of  living. 
nie  face  amount  and/or  the  pcemlum  can  bs  either  Increased  or  decreased  on 
the  iremlum  due  data . 

Although  an  Increase  in  the  face  amount  requires  evidence  of  insurability, 
under  an  option  the  amount  Is  automatically  Increased  without  evidence 
(unless  the  entire  option  Is  rejected  by  the  insured)  according  to  changes 
In  the  cost-of-living  index  every  third  year.    However,  the  antount  of  the 
increase  Is  limited  to  a  maximum  of  20  percent  increase  in  the  Consumer 
Price  Index  for  the  most  recent  three-year  period  and  a  maximum  of  SZO,000 
at  any  one  time.   When  either  the  insured  amount  or  the  premlusi  or  both 
are  adjusted,  the  corresponding  new  plan  Is  determined  by  computer.    The 
plan  of  insurance,  which  can  be  changed  at  any  [nemlum  due  date,  must 
lie  In  a  range  from  coverage  for  five  years  (essentially  five-year  term 
insurance)  to  coverage  for  life  with  premium  payable  for  at  least  five  years. 
Within  this  range  the  Insured  has  complete  flexibility  to  change  the  plan. 
See  Appendix  VI  for  more  details  of  the  policy. 

Apparently  the  policy  has  enjoyed  moderate  success.    Although  the 
policy  gives  the  Insured  considerable  flexibility  to  change  according  to  his 
Insurance  needs  and  Income  available  for  premiums,  the  primary  disad- 
vantage appears  to  be  its  complexity.    It  may  be  quite  difficult  to  explain 
to  the  policyholder,  and  thus  be  difficult  to  market. 
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Prlvata  PansionB  and  Annuities 

Where  pensions  are  government  funded,  benefits  are  quite  commonly 
PRrtected  by  Index -Itn>:sge ,  at  least  to  a  certain  extent.    In  "fixed' 
government  pension  systems  periodic  upward  adjustments  In  benefits  for 
retirees  are  usually  [nade  to  allow  for  inflation.    In  private  pensions, 
however,  the  indexation  problem  is  two-phased.    The  first  Is  Ae  problem 
of  financing  the  increasing  value  of  the  pension  benefit  before  retirement 
age.    In  many  pension  schemes  the  amount  of  the  pension  Is  dependent 
on  the  final  salary  which  Is  a  form  of  automatic  Index -linkage .    This 
problem  Is  generally  solved  by  increasing  premiums,  altliough,  again, 
maintenance  of  the  real  value  of  invested  reserves  Is  a  problem,    nie 
second,  more  serious  problem.  Is  the  financing  of  Index-linked  pension 
benefits  for  retirees .    In  some  countries ,  employers  have  dealt  with  this 
problem  by  making  extra  payments  to  Oie  pension  plan  to  Increase  the 
benefits  for  retirees . 

In  Sweden,  employment  pensions  are  administered  by  Insurance  com- 
panies and  pension  benefits  after  retirement  are  linked  to  the  cost  of  living. 
Itie  Increases  have  been  financed  by  surplus  generated  within  the  plan. 
Pensioners  have  received  benefits  in  past  years  equal  to  the  cost-of-living 
Increases.    It  should  be  noted  that  Sweden's  Inflation  rate  has  been 
relatively  moderate. 

In  Finland,  compulsory  employment  pensions  are  tied  to  the  wage  Index. 
Index  Increases  are  financed  by  Increasing  future  ^«mlums. 
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Aa  In  irtvate  indexed  life  Insurance,  the  primary  difficulty  with  fully 
fndexad  private  pensions  ie  the  problem  of  Investing  assets  to  finance 
the  coBt-of-ltvlng  increases.    The  investment  problem  Is  discussed  in 
Section  m. 

A  NOTE  ON  TAXATION 

Mention  should  be  made  of  the  importance  of  government  taxation  of 
Insurance .    Taxation  ts  on  extremely  important  factor  in  life  Insurance , 
bottt  from  the  point  of  view  of  the  policyholder  and  the  Insurer,  and  Is  very 
relevant  In  an  inflationary  period.    Taxation  Is  a  complex  subject  and 
varies  considerably  by  country.    In  sooie  countries,  govemiaents  have 
ptDvIded  tax  incentives  and  advantages  to  encourage  savings  and  the 
purchase  of  life  insurance.    The  Conuaisslon  has  not  had  the  opportunity 
of  analyzing  this  area.    However,  League  Life  Insurance  Company  has 
commissioned  a  study  on  this  subject.    Hopefully,  the  study  will  be  com- 
pleted by  the  summer  of  1976. 

NON-LIFE  INSURANCE  PRODUCT  INNOVATIONS 

yire  and  Homeowners  Insurance 

As  previously  mentioned,  the  use  of  indexation  in  non-life  insurance 
differs  from  life  insurance  with  a  savings  feature  since  the  investment 
function  is  not  a  factor.    Two  techniques  to  meet  the  problem  of  under- 
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buurance  «nd/ar  adequate  ivlcfng  for  fire  and  homeownera  Insurance  in  an 
Inflationary  economy  have  been  developed.    The  moBt  common  form  Is  the 
Indexation  of  Hie  Insured  amount — the  policy  limits  are  automatically 
adjusted  accoidlng  to  some  type  of  building  cost  index.    Such  indexing  has 
been  employed  by  Insurers  In  many  countries  for  many  years,  e.g.,  Germany, 
United  Kingdom,  and  other  European  countries.    Indexed  fire  and  homeowners 
contracts  have  just  begun  to  appear  In  the  United  States  and  Japan. 

An  alternative  approach  Is  one  recently  developed  In  Sweden.    Com- 
panies in  Sweden  have  ceased  to  use  the  amount  of  fire  insurance  on 
buildings.    Rather,  coverage  is  essentially  unlimited  to  the  policyholder 
and  premiums  are  adjusted  annually.    The  Swedish  approach  Is  superior 
since  the  policyholder  Is  always  assured  of  adequate  coverage.    However, 
rating  becomes  somewhat  complex  and  there  can  also  be  some  reinsurance 
problems  under  this  approach. 

A  very  interesting  development  Is  one  Introduced  In  the  United  Kingdom 
artd  Norway.    Indexing  has  been  extended  by  companies  in  Aese  countries 
In  the  reinstatement  clause  for  industrial  risks  after  the  occurrence  of  a  fire 
loss.    Such  provisions  protect  the  policyholder  &om  the  risk  of  rising 
building  costs  occurring  after  the  loss. 

Liability  Insurance 

Itilrd-party  llal^llity  insurance  presents  a  different  set  of  problems  wltt 
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mapect  to  the  posstbUlty  of  Indexing,    Neither  the  Investment  function  or 
the  benefits  are  directly  related  to  premiums .    The  exceptions  with  resp«ct  to 
benefits  are  some  European  countries  In  which  seriously  Injured  third-party 
vtctins  currently  receive  Indexed  pensions.    For  example.  In  Sweden,  auto 
accident  pensions  for  serious  accident  cases  are  Indexed  subject  to  a  S  per- 
cent per  annum  Increase.    Recently,  the  same  system  was  extended  in 
Swreden  to  include  other  voluntary  liability  Insurance.    In  Finland,  com- 
pulsory third-party  liability  auto  Insurance  pensions  have  long  been  Indexed. 
Ihese  Indeoced  benefits  have  been  financed  by  special  extra  premliuns  rather 
than  by  Indexed  (semlums .   A  similar  precedent  has  been  established  in 
Michigan  In  the  United  States.    First-party  no-fault  income  benefit  limits 
under  ttie  Michigan  No-Fault  Law  are  linked  to  the  coat-of -living  Index. 
No  specific  provision  for  Indexing  of  premiums  Is  provided.    However,  the 
adjustment  of  the  limits  Is  not  retrospective  (i.e. ,  adjustments  do  not 
apply  to  accidents  occurring  prior  to  any  upward  adjustment).    Indexed 
income  or  pension  benefits  for  Injured  victims  are  obviously  a  benefit  from 
the  Injured's  point  of  view. 

Belgium  and  Denmaiic  are  countries  where  insurers  have  been  allowed 
to  link  third-party  auto  liability  [H-emlums  to  an  Index.    The  advantage  of 
indexing  premiums  to  the  insurer  Is  clear  since  It  permits  quicker  and 
automatic  adjustment  of  premiums ,  particularly  when  the  rate  of  Inflation 
is  increasing  as  in  recent  years , 
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AutoDiobtle  Insurance  rates  ore  heavily  regulated  by  govemment  tn  almoat 
«vary  country  In  the  worM.    Regulatory  authorities  In  many  countries  ara 
under  intense  pressure  to  either  reject  rate  Incraase  requests  by  Insurers, 
or  to  allow  minimal,  but  not  adequate,  rate  Increases.    Ilie  admlnlatrattve 
pmcedure  and  delay  In  the  rate  regulation  ptocess  may  In  itself  result  in 
further  adverse  financial  consequences,  particularly  irtien  the  Inflation  rat* 
U  increasing.    Aere  is  also  an  inherent  time  lag  in  implementing  new  rates 
for  all  policyholders  if  the  dates  of  renewal  are  staggered. 

Increasing  t>'emiums  with  no  corresponding  increase  in  the  policy  limits 
may  be  difficult  to  explain  to  the  policyholder.   But  it  can  hardly  be  denied 
that  inflation  is  an  Mctremely  important  variable  in  claims  as  well  as  in 
the  expenses  of  the  Insurer.    It  Is  not  the  only  factor  since  frequency  of 
claims  is  also  relevant.    But,  if  claim  frequency  Is  relatively  stable  over 
long  periods  of  time.  Indexing  liability  premiums  Is  a  valuable  tool.    Cer- 
tainly, indexing  would  narrow  the  ground  for  dispute  between  insurers  and 
the  regulatory  authorities . 

Indexation  Involves  technical  questions.  The  selection  of  a  proper 
and  accurate  index  Is  an  important  problem.  Belgian  automobile  insurers 
currently  link  third-party  automobile  Insurance  premiums  to  the  cost-«f- 
livtng  index,  but  effort  is  currently  being  made  to  devise  a  more  suitable 
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The  data  included  In  an  Index  and  Oa  application  of  the  Index  to 
pcemluma  may  also  be  outdated  If  inflation  rates  are  Increasing.    Practical 
prablema  involving  Indexation  include  the  question  of  how  frequently  the 
Index  should  be  applied  to  premiums,  e.g. ,  annually,  at  renewal  dates, 
or  during  the  term  of  the  policy.      Furthermore ,  Indexation  would  probably 
have  to  ba  universally  applied  by  all  companies  If  there  la  a  competitive 
Insurance  market.    But,  given  the  current  high  inflation  rates  and  the 
Increasing  variability  of  Inflation,  such  pioblems  must  be  overcome. 


Deductibles  in  first-party  insurance,  such  as  automobile  phyaical 
damage,  are  not  new.   As  mentioned  in  Section  1,  deductibles  become 
Increaalngly  Inadequate  with  Inflation.    WhUe  index-linked  deductibles 
are  a  logical  solution,  it  appears  that  they  are  extremely  difficult  to  adopt 
In  practice.    Competition  In  the  past  has  forced  the  elimination  of  Indexed 
daductlbles.    Furthermore,  deductibles,  particularly  in  automobile  and 


^One  author  has  made  a  strong  case  that  automobile  Insurance  average 
claims  are  closely  correlated  wl*h  wage  Indices  rather  than  a  cost-of-living 
Index.    See  Gunnar  Benktander,  "Inflation:    Measuring  the  Problem, ' 
■Ralnsurance"  {Vol.  6,  No.  12.  April,  197S),  pp.  597-G03.   Also  see  Munich 
Reinsurance  Company,  "The  Influence  of  Inflation  on  Insurance"  (Munich 
Reins.  Co..  May,  1971], 
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homeowners  Insurance ,  may  be  very  unpopular  with  the  public  In  some 
CMunbles .  °  A  practical  approach  appears  tc  be  a  periodic  upwaid  adjust- 
ment In  the  level  of  deductibles  in  those  Insurance  lines  where  frequency 
of  small  losses  Is  high.    Education  of  policyholders  on  the  function  and 
advantages  of  deductibles  may  also  be  appropriate. 


"por  example,  a  recent  survey  in  the  United  States  revealed  that  the 
public  perceives  deductibles  as  benefiting  only  Insurance  companies.    The 
study  also  found  a  strong  dislike  of  compulsory  deductibles.   See  J. 
Cummins,  et.al.,  "Consumer  Attitudes  Towards  Auto  and  Homeowners 
Insurance,"  (Dept.  of  Ins.,  Wharton  School,  U.  of  Pa.,  1974). 
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INVESTMENTS:   CHALLENGES  &  OPPORTUNITTES 

Ibe  Impact  of  Inflation  on  InvostinentB  haa  probably  been  felt  hardest 
hf  life  Insunn.    Ihe  contnctusl  gueiantees  are  expressed  In  fixed 
oumncy  amounts;  and.  In  most  countries,  life  Insurance  contracts  are  so 
drnivn  as  to  maka  the  uncertainty  of  meeting  these  guarantees  as  low  as 
possible.    With  regard  to  Inflation,  tt  has  been  Implicitly  assumed  that 
Investment  perfomance.  declining  expenses,  and  declining  mortality 
would  exceed  the  contractual  guarantees  by  a  sufficient  margin  to  offset 
price  changes  and  preserve  the  real  value  of  benefits  and  savings. 

In  the  non-life  area  sbort-tenn  policies  and  rate  adjustment  procedures 
have  afforded  a  degree  of  flexibility  in  meeting  guarantees  not  available  to 
Ute  life  Insurer.    Non-IIfe  insurers  have  generally  held  shorter-tenn  port- 
folios nonnally  offering  Increased  returns  In  periods  of  higher  Inflation 
tates,  thus  helping  to  offset  Increased  losses. 

Severe  Inflation,  however,  has  brought  challenges  that  have  forced 
the  Insurance  Industry — life  and  non-life — to  reconsider  Its  traditional 
strategies  of  operation .    In  nearly  every  country  Inflation  has  raised  costs 
beyond  levels  that  can  be  countered  by  average  productivity  gains,  raised 
noii-llfe  claims  payments  far  above  historic  levels  upon  which  premiums 
■nd  reserves  have  been  based,  produced  net  losses  In  Insurance  operations 
Ibat  cannot  be  offset  by  Investment  Income  gains,  and  caused  life  policy- 
holders to  withdraw  policy  reserves. 

39 
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Spaclal  neaaurea  to  handle  inveBtmant  problemB  under  Inflation  oaad 
ba  considered  if  inflation  Is  to  be  a  regular  faature  of  market-basad 
•conomleB  or  U  to  recur  In  the  fbnn  we  bav«  known  It  in  1974  and  1975 
at  some  aarly  time.   Without  going  to  extensive  lengths  to  document  the 
ease,  the  prospect  is  that  inflation  will  recur  in  the  torn  we  have  known  It 
tbasa  past  two  years.    Age  compositions  of  working  populations,  national 
and  Intamational  liquid  sssat  positions,  armament  axpendlturas ,  cartels 
among  basic  commodity  procedures ,  maiket  power  of  large  unions  and 
multi-national  corporations,  and  growth-Inducing  government  policies  will 
fsobably  combine  to  Induce  periodic  hyper-inflation. 

Some  of  the  Important  questions  Involving  Investments  are;    (1]  do 
sufficient  opportunities  exist  for  Investments  which  offset  inflation? 
(2)  what  are  the  extent  and  nature  of  Investment  regulations  and  restric- 
tions. Including  restrictions  Involving  life  Insurance  policy  loans?     {3}  are 
insurers  taking  advantage  of  all  of  the  legally  pennlttad  types  of  Investment 
which  would  tend  to  offset  Inflation?  and  (4)  what  are  the  possible  options 
or  remedies?   With  respect  to  the  first  question.  Investment  opportunities 
to  offset  Inflation  are  rare  In  roost  countries.    In  the  long  run,  common 
stocks  and  real  estate  investments  have  developed  sufficient  yields  to  offset 
long-term  inflation.    But  the  requirements  of  yield,  liquidity,  and  safety  have 
proved  Incompatible  In  almost  every  country.    High-grade  common  Mocks 
have  fulfilled  the  three  criteria  during  most  of  the  post-War  period  but  have 
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failed  mtaeiably  on  the  yield  and  aafet/  aide  during  die  1973-75  Inflation. 

INVESTMENT  REGULATION 
EttvieBtnient  Porttello  Rogtricttona 

The  composition  of  the  Investment  porifblios  is  regulated  In  all  countries, 
but  not  all  countries  face  a  maximum  percentage  for  various  Investment  types. 
In  the  United  States,  strict  requirements  apply  to  the  proportion  of  equities 
in  the  Insurer's  portfolio.    Prior  to  1951,  the  Important  State  of  New  York 
absolutely  prohibited  the  holding  of  common  stocks  (valued  et  cost)  by  life 
Insurers  and,  at  the  present  time,  the  restriction  Is  5  percent  of  assets  or 
one-half  of  policyholder  surplus .    These  are  far  mora  stringent  requirement! 
than  exist  anywhere  else  in  the  world.    In  the  United  Kingdom,  no  restrictions 
exist  except  on  investments  In  allied  companies,  and  It  is  a  requirement 
tliat  the  assets  of  other  classes  should  be  segregated  fiom  the  long-term 
business  assets.    West  German  life  insurers  are  restricted  to  20  percent 
of  Uie  underwriting  portfolio  and  25  percent  of  other  fixed  assets  In  stock 
■haras  and  Investment  funds  and  no  more  than  25  percent  of  their  fixed  assets 
in  real  estate  and  real  property  funds,     in  Belgium,  Luxembourg,  the  Nether- 
lands, and  France,  limits  for  equities  are  In  the  30-65  percent  range 
respectively  for  industrial  stocks  and  real  estate  and  mortgages. 

tn  previous  years. regulatory  authorities,  especially  In  Europe,  encouraged 
Investment  restrictions  moie  severe  than  those  established  by  statute.    HiIs 
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practlca  has  ceaaed  with  the  greater  development  of  capital  maAets .  nie 
lapanase  regulatory  restriction  allows  common  stocks  up  to  30  percent  of 
total  sssetB  and  real  estate  up  to  20  percent. 

In  many  countries  there  has  been  a  modification  of  restrictions  that  apply 
on  the  proportion  of  equity  investments  that  may  be  In  the  Insurance  portfolio. 
However,  Insurers  in  most  of  these  countries  are  not  taking  advantage  of  the 
legal  permission  they  already  have  to  hold  equities.  In  Scandinavian  countries 
insurers  have  taken  advantage  of  the  freedom  to  enlarge  their  portfolios  to  the 
limits  provided  for  equities  by  law,  and  In  the  United  Kingdom  where  no  limit 
exists  Insurers  have  invested  freely  In  equities  and  real  estate. 

^iffl  [murance  Policy  Loan  Restrictions 

life  insurers  in  the  United  States,  Canada,  Austria,  and  the  Scandinavian 
countries  are  required  by  law  to  make  policy  loans .    Ihe  degree  of  exposure  of 
the  life  Insurers  to  this  drain  of  Investment  furuls  varies  considerably,  however, 
depending  upon  the  policy  loan  rate.    For  example,  within  the  United  States, 
Canada,  Japan,  and  Austria,  there  are  requirements  that  policy  loans  be  made 
at  fixed  rates .    Tb  be  required  to  make  policy  loans  at  fixed  rates  is  a  form  of 
teopardy  Insurers  must  face  In  those  countries  with  such  restrictions.    In  other 
oountrles  where  the  rate  is  variable,  tiie  im>blem  Is  rtot  so  great  as  the  loans 
can  be  made  at  the  current  shott-tenn  interest  rates,  and  the  Interest  can  be 
attered  from  time  to  time  as  gerteral  Interest  rates  change . 


DigiLizedbyGoOglc 


Itoport  of  Commission  on  Inflation 


buuTM's  required  to  mak«  flx«d-iate  loans  might  compensate  for  the 
diSarance  betweon  the  policy  loan  rate  and  current  Interest  rates  by  adjusting 
the  dividend  payment  formula  where  dividend  distribution  applies. 

nils  review  Indloates  that  opportunities  are  not  readily  available  to 
allow  Insurers  to  offset  the  severe  Inflation  experience  by  Investment 
strategy.    Moreover,  Insurers  appear  unwilling  to  take  what  opportunities 
exist  and  invest  up  to  the  legal  niaxlmums.    Insurers  are  not,  however, 
being  negligent  In  their  Investment  operations;  they  are  instead  In  a  dilemma 
In  which  criteria  other  than  yield — safety,  unlntenuptlon  of  Income,  and 
often  liquidity,  etc. — ara    dominant.    Unless  substantial  changes  can  be 
Introduced  Into  the  underwriting- Investment  process,  there  Is  little  hope 
that  the  life  or  non-life  Insurers  or  Insureds  will  be  able  to  safeguard  them- 
selves against  high-level  inflation. 

Possibilities  for  cnalntalning  a  "conventional"  high  yielding  portfolio 
to  meet  Inflation,  e.g.,  real  estate  and  equities,  while  at  the  same  time 
assuring  capital  safety  and  liquidity  Include:    (1)  Insurance  stabilization 
funds;  and  (2)  a  'government  lending  facility  of  last  resort, "  such  as  a 
central  bank,  or  possibly  a  comparable  private  banking  facility. 


^A  summary  of  policy  loan  restrictions  and  other  investment  factors  for 
selected  countries  is  contained  In  Appendix  VII. 
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INSURANCE  SIUIUZhTION  FUNDS 

The  concept  of  a  stabilization  fund  is  that  the  relative  bounty  of  the 
good  years  be  In  part  reserved  to  cushion  the  bad  years.    In  practice, 
stabilization  has  proved  practical  In  govenunent  commodity  reserve  programs, 
the  United  States  life  companies'  required  Mandatory  Security  Valuation 
Reserve,  deposit  insurance  schemes,  and  similar  examples. 

There  Is,  of  course,  a  great  difference  between  pointing  up  the  exis- 
tence of  a  stabilization  [Htigram  and  proving  that  a  stabilization  program 
would  Improve  the  ability  of  the  Insurance  Industry  to  bear  the  harsh  economic 
weather  expected  over  the  decade  ahead.    It  may  well  be  the  case  that  the 
concept  of  a  stabilization  reserve  should  be  considered  as  a  joint  under- 
taking with  the  central  government,  the  latter  Issuing  special — possibly 
indexed — securities  for  the  reserve  fund.    In  any  case,  some  approach 
independent  of  the  operations  of  Individual  Insurers  should  be  considered 
In  view  of  the  risks  confronting  the  industry  and  its  public. 

GOVERNMENT  LENDING  FACILITY  OF  LAST  RESORT 

Many  of  the  traditional  long-term  investment  operations  of  Insurance 
companies  have  become  less  and  less  appropriate  as  policy  loans,  reduced 
prepayment  of  loans,  and  declining  bond  prices  have  created  liquidity 
luoblems.    A  crisis  In  claim  costs  or  unusual  expenses.  If  continued  over 
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•  long  parlod,  forces  Investmenta  Into  Ehort-tenn,  low-rlak  s 
)i«vanta  developmont  of  good  sntl-lnflatlon  strategy. 

A  principle  has  been  applied  to  commercial  banking  with  Iti  heavy  burden 
Df  ■bort-tam  ItabllttleB  that  may  have  application  to  Insurance  companiei, 
principally  life  Insurance.    The  central  bank  becomes  a  'lender  of  last 
lasort"  In  order  to  permit  coimiiercial  banks  to  meet  cuirent  liabilities.    This 
la  accomplished  tiuough  rodlsoountlng  commercial  paper,  buying  bank-held 
govenuDant  securities  and  similar  liquidity- producing  operations.   A  normal 
level  of  hlgh-yleldlng  Investments  can  be  maintained  by  the  bank  through 
occasional  use  of  the  redlscountlng/lendlng  facility.    In  the  United  States, 
provlstonal  machinery  for  aecominodatlng  savings  banks  was  arranged  during 
a  liquidity  crisis  in  1966.    It  would  be  a  short  step  in  principle  for  the 
cantial  bank  to  extend  accommodation  to  insurance  companies  as  well.   - 
Invaatmsnts  could  be  maintained  at  high-yield  levels  during  periods  of 
advarslty  if  high-grade  securities  could  be  'sold*  to  the  central  bank  and 
lapurchasad  without  penalty  or  pledged  for  loans. 

Finally,  It  may  also  be  possible  that  private  commercial  banks — rather 
than  the  central  bank — could  provide  lending  facilities  to  Individual  Insurers 
foclng  a  liquidity  problem. 
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INDEXED  INVESTMENTS 

Indexed  securities  are  simply  aecurltlea  for  vrtilch  the  principal  and 
Oie  earnings  are  explicitly  compensated  for  changes  in  the  general  prtca 
level.    Automatic  [xotectlon  against  inflation  is  therefore  provided  by  such 
•ecurlties,  and  they  are  an  interesting  possibility. 

Private  indexed  securities  are  rare  and  little  experimentation  has 
occurred.    The  most  notable  adaptation  of  an  tndex-llnlced  security  was 
that  used  In  Finland.    Finnish  life  insurers  issued  index-linked  policies 
beginning  in  1946  in  wdiich  reserves  were  financed  during  Inflation  surges 
by  partially  indexed  loans.    But  after  1968  indexed  loans  were  faosen  by 
law  although  life  Insurance  policy  indexing  continued.  Another  example 
la  that  used  by  an  insurer  in  tile  United  Kingdom — the  rents  payable  by 
tile  lessee  of  a  hotel  owned  by  the  insurer  are  linked  to  the  room  rates . 

In  a  severe  inflatlon.the  Incentive  to  save  tends  to  erode  with  harmful 
results  for  the  economy.    Some  gcvemments,  therefore,  have  extended 
protection  to  various  savings  Institutions  by  Issuing  Indexed  securities. 
Also,  private  Institutions  have  issued  Indexed  securities  or  ftnenclal 
Instruments  after  the  govenunent  Introduced  such  securities. 

Israel  issued  indexed  securities  beginning  In  I95B  for  the  benefit  of 
life  Insurers,    biterest-bearlng  securities  of  forty  years  maturity,  both 
principal  and  interest  linked  automatically  to  the  coat  of  living,  were 
Issued  through  the  Israel  Electric  Company,  a  govemment'owned  corporation. 
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Life  Insurers  were  obliged  to  Invest  most  of  their  reserves  (except  policy 
loans)  In  these  securities.    In  tum,  life  Insurers  were  able  to  Issue 
Index-linked  policies  In  which  premiums,  cash  values,  and  maturity  values 
varied  with  a  price  index  ratio.    The  Israeli  system  remains,  from  the  policy- 
holder's standpoint,  the  most  equitable  form  of  Inflatlon-Bdjusted  insurance 
pfoduct. 

itta  govenunent  of  Brazil  Issued  Indexed  securities  beginning  in  1964 , 
Readjustable  National  Tteasury  Obligations  were  bands  of  one  or  two  years' 
maturity  In  which  the  principal  was  adjusted  monthly  according  to  a  three- 
month  moving  average  of  the  wholesale  price  index.  Other  private  Institu- 
tions also  issue  Indexed  securities.  Insurance  |3olicy  Indexing  was 
accomplished  in  the  mld-19GQ'E.  A  notable  Increase  took  place  In  the 
amount  and  quality  of  Brazil's  saving  following  the  Institution  of  Indexing. 

ntere  Is  similar  indexation  of  government  and  private  financial  Instru- 
ments In  Chile — a  country  with  very  high  inflalion  rates.    Banks  and  savings 
and  loan  associations  readjust  their  savings  accounts  according  to  the  cost- 
of-living  Index.    Credit  unions  were  recently  legally  permitted  to  Index 
thalr  loans  and  deposits:  and  life  Insurers  began  to  sell  fully  indexed, 
Individual  permanent  life  Insurance  in  1970. 


DigiLizedbyGoOglc 


LOSS  PREVENnON  AND  EXPENSE  CONTROL 

An  Important  area  In  which  insurers  can  act  to  mitigate  the  consequences 
of  Inflation  is  in  the  loss  prevention  and  conOrol  of  administrative  expenses. 
Li  on  Inflationary  period  affbrts  to  reduce  losses  and  expenses  are  paiticularly 
relevant,  bisurers  can  tak:e  dlrect,Bs  weU  as  Indirect,  actions  to  reduce  the 
frequency  and/or  severity  of  losses  under  their  Insurance  contracts.  Reduc- 
tion of  losses  and  expenses  can  result  in  moderating  insurance  premium 
Increases  during  Inflation.  Insurers  around  the  world  are  involved  in  various 
loss  prevention  programs.    Several  are  particularly  promising. 

PROBLEM  OF  AUTOMOBIt£  REPAIR  COSTS 

The  inflation  of  automobile  repair  costs  in  many  countries  has  been 
astounding — annual  Increases  have  been  In  the  15-40  percent  range.    Chart  I 
Indicates  the  increase  of  repair  costs  in  the  United  States.    Note  that  all 
of  the  changes  In  the  indices  for  repairs  exceeded  the  changes  in  the  Con- 
sumer Price  Index  and  also  the  automobile  Insurance  premium  index. 

Appendix  Vin  also  reveals  the  startling  Increase  of  the  cost  of  repairs 
of  front-end  collisions  of  several  model  cars  in  the  United  States  from  1970 
to  197S ,    This  table  also  reveals  the  relative  increases  In  the  costs  of  labor 
and  parts.    Similar  Increases  have  occurred  in  other  countries.    For  example, 
auto  repair  costs  in  Canada  rose  27  percent  in  eighteen  months  for  the  period 
ending  July,  1375. 

A  survey  of  cooperative  insurers,  as  well  as  other  private  Insurers, 
46 
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INOICES  RELEVANT  TO  AUTOHOBILE  REPAIR  COSTS 


TEAR        1967      1968        1969        1970        1971       1972        1973        1974        1975        1976 


m.f  Ut.t 

IH.«  IM.4 

'source:   Bureau  Of  Ltbor  StttUtlci,  U.   S.   Govcmcnt.  BLS  )nd<CK  for  1963-1974 

bis*d  on  iverage  prtcet  over  the  entire  >eir.     The  Index  for  January,  1975  is 

biicd  on  average  prfcei  for  the  nonth  of  January,  197S. 
^Source:  State  Fa™  Crash  P«ris  Price  Index.  The  tndfcet  for  year*  1963-1974  are 

bated  on  prices  as  of  July  t  of  each  year.  Tfie  Index  for  January,  1975  is  based 

on  prices  as  of  January  I,  1975. 
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Mveated  considerable  activity  In  attacking  this  problem.   Some  countries 
of  Europe  are  directly  leading  an  effort  to  increase  the  pnxluctivity  and/or 
Introduce  innovation  In  auto  repairs  and  thus  lowering  cost.    In  Sweden, 
FoUcsamwas  the  first  to  establish  a  crash-repair  research  facility  In  1963, 
Such  facility  has  developed  technological  repair  innovations  which  have  led 
tD  a  reduction  In  labor  and  material  costs.   Cost  of  spare  parts  has  also 
been  reduced  by  establishing  an  organization  for  utilizing  spare  parts , 
Another  Innovation  was  the  development  of  rating  classifications  for  damage- 
ability  and  repairabillty  of  various  models  of  automobiles,    T^ls  new  pricing 
system  led  to  a  reduction  In  the  prices  of  spare  parts  from  10-28  percent  by 
some  automobile  manufacturers .    Similar  research  facUltiss  have 
Iwen  established  In  the  United  Kingdom  and  have  had  considerable  effect 
on  the  methods  adopted  by  repair  shops .    Insurers  in  Norway  have  also 
founded  an  automobile  damage  Institute  end  plans  are  being  made  to  Intro- 
duce a  rating  system  based  on  repairabillty  of  various  models  of  cars . 

Insurers  In  France  have  jointly  established  a  large,  efficient  auto  repair 
facility:  and  Belgium  has  recently  established  a  Center  for  Automobile 
Repairs  which  will  repair  automobiles  directly,  control  prices  and  the 
duration  of  repairs,  as  well  as  conduct  research  on  repair  costs,    "ttto 
organization  will  also  control  prices  and  the  duration  of  repairs  at  Inde- 
pendent shops  for  repairs  of  Insured  vehicles.    Some  Insurers  In  other 
countries  are  purchasing  their  own  repair  shops ,  entering  Into  agreements 
with  repair  shops,  or  recommending  to  their  Insureds  lower-cost  repair   . 
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facUltlea  In  on  attampt  to  modante  the  Inflation  of  automobile  repair  costs . 
Alao,  tndhrldual  Insurers  in  BereralcountiieB,  e.g.,  Austria,  Gannany, 
lapan,  and  the  United  States,  have  Introduced  sofAlsttcated  computerized 
systems  of  assassing  automobile  physical  damage  repair  costs. 

Insurers  In  the  United  States  have  been  seriously  negligent  in  not 
Introducing  and  Eromotlng  innovations  In  auto  repairs.    The  auto  repair 
problem  in  the  United  States  Is  massive,  complex,  and  In  need  of  mafor 
refiarm.   Automobile  manufacturers  exercise  a  ;slce  monopoly  on  parts  and 
the  repair  industry  is  powerful  but  inefficient.      The  only  major  effort  has 
been  the  activity  of  the  Insuiance  Institute  for  Htghnray  Safety — an  Industry 
trade  association,    nie  Institute  has  txinducted  and  publicized  research  on 
■aann  of  safeguarding  passengers  in  motor  vehicles  and  on  damageablll^ 
of  various  models  of  autos . 

REHABIUTATION 

Insurers  have  become  more  sensitive  to  the  need  and  usefulness  of 


^<x  a  thorough  analysis  of  the  American  scene  see  D.  A.  Randall  and 
A,  P.  Gllchman,  The  Great  American  Auto  Repair  Robbery,  (N.  Y,;  Chartertiouse, 
1972).    A  recent  survey  has  also  Indicated  that  the  public  In  the  United  States 
Is  receptlva  to  stronger  action  by  insurers  to  control  repair  costs.    See  J. 
Cummins,  "Consumer  Attitudes  Towards  Auto  and  Homeowners  Insurance," 
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rahabllltatlon  of  scctdent  victims .    Ihe  health  centers  established  by  La 
Rravoyance  Soclale  and  Zenkyoren  which  are  open  to  fte  public  are  vrell- 
known  to  members  of  the  I, C.I. P.    Physical  and  vocational  rehabilitation 
are  socially  beneficial.   Where  it  applies  to  policyholders,  it  reduces 
the  severity  of  losses  and  may  produce  substantial  savings  to  the  Insurer. 
In  some  countries  rehabilitation  Is  a  function  of  government.    In  some 
cases  the  financing  of  rehabilitation  is  by  Insurers.    For  example.  In 
Belgium,  a  special  goveniment  fund  for  rehabilitation  Is  financed  by  special 
surcharge  on  auto  liability  and  Workmen's  Compensation  premiums.    There 
are  other  Instances  where  Insurers  have  directly  established  rehabilitation 
centers,  e.g.,  Finland.    In  the  United  States,  two  states,  Michigan  and 
New  lersey,  now  require  auto  Insurers  to  provide  unlimited  no-fault  reha- 
bilitation benefits  to  auto  accident  victims .    Insurers  In  those  states  must 
therefore  work  closely  with  professional  rehabilitation  organizations,  and 
some  Insurers  have  directly  organized  their  own  rehabilitation  units . 

OTHER  LOSS  PREVENTION  EFFORTS 

It  Is  impossible  to  fully  describe  all  of  the  Indirect  efforts  of  Insurers 
to  ultimately  reduce  losses.    Individual  insurers  and  their  industry  trade 
associations  to  which  they  contribute  finance  research  and  ptovide  important 
infonnatton  on  loss  prevention  In  areas  such  as  fire,  arson,  fraud,  theft, 
•tc.    Insurers  have  also  promoted  safety  legislation.   For  example,  insurers 
have  supported  and  promoted  mandatory  auto  seatbelt  legislation. 
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Zankyoron  of  lapan  has  developed  an  Interesting  Frogram  of  vehicle  Inspec- 
tion—>T$, 000  vehicles  will  be  InspeotMl  In  1975.    Thay  have  also  oonducted 
tens  of  drivers'  competence  using  a  computer  for  120,000  drivers  during 
1975,a8  well  aa  holding  traffic  safety  classes. 

EXPENSE  CONTROL 

Usurers  have  attempted  to  increase  pnxluctlvlty  and  thus  lower  admlnl- 
atratlon  expanses.   Electronic  data  processing  has  been  employed  by  many 
Insurers  and  is  a  continuing  development.    It  Is  In  the  marketing  area 
where  potential  large  tncrasses  In  productivity  Is  possible.   Group  selling 
or  'mass-marketing'  of  life  and  non-life  Insurance  employing  payroll 
deduction  techniques  is  a  growing  trend  in  the  United  States.    Selling 
costs  have  been  reduced  considerably.    Samvirke  of  Norway  has  Introduced 
several  collective  Insurance  solutions  by  marketing  through  large  national 
organizations ,  Including  the  development  of  homeowners  insurance  on 
personal  contents  for  290,000  trade  union  members.    Folksom  has  also 
provided  various  coverages  {or  trade  union  members  required  as  a  result 
of  collective  bargaining. 

Another  development  in  its  Infancy  is  group  automobile  Insurance 
written  as  an  employe  benefit.    The  potential  for  reduction  of  maikatiitg 
and  underwriting  costs  and  savings  produced  by  Integration  of  employe 
benefits  Is  substantial.    Although  the  technology  for  group  plans  exists, 
growth  in  the  United  States  has  been  stifled  mainly  by  the  tax  treatment 
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of  avwA  plana , 

Hie  United  States  has  been  the  leader  In  the  development  of  no-fault 
aulcimoblla  InBuiancB  legislation.    Many  cooperative  Insurers,  such  as 
League  General  Insurance  Company  and  Nationwide,  have  been  actively 
promoting  such  legislation.    The  ellininstlon  of  the  'fault'  factor  In  auto 
Insurance  can  produce  important  cost  savings,  as  well  as  Introduce  more 
efficiency  and  equity  In  the  compensation  system.   Mso,  Important  research 
Is  now  being  conducted  on  the  feasibility  of  extending  the  no-fault  system 
to  other  types  of  accidents  now  covered  by  third-par^  liability  Insurance . 
It  should  be  noted  that  New  Zealand  has  recently  eliminated  fault  or  tort 
liability  for  all  accidents.    The  insurance  Is  provided  by  a  monopoly  govern- 
ment fund. 
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REINSURANCE 

ReliiBuranco  Ib  an  integral  pan  of  the  Insimnce  busioeSB:  and  a  beolthy 
reinsurance  Indtutry  is  Indtapensabl*  to  direct  lasuiers  end,  of  course. 
Indirectly  to  their  policyholders .    It  Is  rtot  within  the  scope  of  thU  report 
to  fully  analyse  the  problams  ralnsurers  face  in  an  inOatlonaiy  economy, 
but  to  explore  those  which  ai«  particularly  relevant  to  direct  insurers. 

Many  inflation  problemii  of  reinsurers  are  similar  to  those  of  direct 
insurers.    Because  reinsurers  generally  operate  Internationally,  they  also 
face  the  problem  of  fhictuattng  exchange  rates.    Differing  inflation  rates 
between  countries  contrUoute  to  this  problem. 

Special  problems  are  caused  by  inflation  for  reinsurers  writing  non- 
proporttonal  reinsurance  contracts,  especially  excess -of-lo as  contracts. 
Inflation  of  claims  paid  by  the  direct  insurer  results  In  an  increase  In  the 
number  of  claims  eocceedlng  the  retention  level  and  an  overptoportlonate 
Increase  in  the  aggregate  liability  of  the  reinsurer  to  the  ceding  or  direct 
Insurers.  In  essence,  the  reinsurer  bears  a  greater  burden  than  the  ceding 
companies  when  the  rate  of  Inflation  Is  increasing. 

Further,  inflation  and  the  delay  problem  In  liability  claims  faced  by 
direct  Insurers  are  magnified  for  reinsurers,  perttcularly  for  large  claim 
losses .    For  example,  one  authority  has  estimated  that  a  5  percent  Increase 
In  Inflation  on  all  liability  claims  with  an  average  settlement  delay  of  four 
years  on  large  claims  will  result  in  a  25  percent  average  increase  in  the 
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elalm  coat  for  such  large  claims. 

In  order  to  spread  the  Increase  In  loss  costs  dtw  to  Inflation  mer* 
equitably  between  the  reinsurer  and  Frlmary  Insurer,  'stablUty  elausas' 
or  Index  clauses  have  been  included  In  excesa-of-Ioas  contiBcts  in  many 
countries.    This  clause  links  the  retention  limit  In  the  contract  to  an 
Index — oenerally  a  wage  and  salary  Index.    Buch  clauses  have  not  been 
universally  applied.    For  example,  In  Canada  and  the  United  States  th» 
clauses  have  not  had  much  of  a  history  because  until  1973  Inflation  rates 
have  been  relatively  moderate  and  stable.    But  Interest  In  the  stability 
clause  has  Increased  In  the  United  States  as  a  result  of  the  significant 
Increase  In  the  Inflation  rate.    Two  lar^e  reinsurers  In  the  United  States 
have  recently  Introduced  the  clause  In  a  substantial  pcotlon  of  their 
casualty  portfolios. 

The  reinsurance  market  la  very  competitive.    Ihe  issue  Is  similar  to  that 
of  applying  index  deductibles— competition  has  prevented  universal  a^illca- 
tlon.    However,  due  to  heavy  underwriting  losses.  It  Is  expeotad  that  theie 
will  be  Increasing  Insistence  by  reinsurers  to  Include  stability  clauses. 
Ihe  accelerating  rates  of  Inflation  and  any  movement  of  direct  Insurers  to 
index  their  policies  sold  to  the  public  are  factors  wrtiich  might  encourage 


^See  Gunner  Benktander,  "Inflation  and  Insurance;   Measuring  the  Problem 
and  Facing  It , "  Op.  Cit.    For  another  excellent  erttcle  on  the  Impact  of  ' 

inflation  on  excess -of- loss  contracts,  see  F.  S.  Guaschl,  'Inflation  Again: 
Its  Effect  on  Accident  Excess  of  Loss,"    'ReinEurance , '  (Vol,  6,  No.  12, 
AprU,  1975),  pp.  604-607. 
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tha  adoption  of  such  clauiea.    IVaBumably,  there  should  be  a  close  rela- 
tlonahlp  between  Am  Index  used  to  link  direct  premiums  and  the  Index  In 
the  stability  clause .    It  might  be  added  that  the  trend  to  government- mandated 
Indexing  of  non-lUn  Insunnce  benefits  may  result  In  additional  pressure  by 
reinsurers  to  index  excess-of-loss  contracts. 
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JUAN:   A  CASE  STUDY 

It  la  uaaful  to  axamlne  oiw  oountiy'a  axpnrlence  with  rlalng  Inflation  ntaa 
and  the  octlona  of  govenunant  and  tnsurara  to  combat  tha  ixoblama  inflation 
created.    Japan  peihapa  ptovldea  en  Inatnicttva  modal. 

GOVERNMENT  ACTION 

Conaumer  prices  in  Japan  began  in  1960  a  continuous  Increase  of  nearly 
6  percent  per  annum.    At  the  end  of  1373  and  the  beginning  of  1974,  Oie 
period  of  the  oil  crisis,  the  price  level  dramatically  rose — 12.9  percent 
between  November,  1973,  and  February,  1974.    The  price  level  in  February, 
1974,  stood  26.3  percent  above  tbe  level  In  Febniary,  1973.  As  a  result, 
the  government  of  Japan  began  to  take  strong  counter-measures.    Both 
fiscal  and  monetary  policies  were  employed  to  reduce  aggregate  demand. 
Furthermore,  pries  controls  were  instituted,  including  a  price  freese  In 
meny  areas  of  the  economy.    The  result  has  been  that  the  inflation  rate  was 
reduced  considerably.    The  rate  of  Increase  of  consumer  prices  was  only 
14.2  percent  In  March  and  10.3  peicent  in  September,  1975,  over  the  cor- 
responding period  of  the  previous  year. 


See  Appendbc  DC  for  a  more  detailed  discussion  of  government  action 
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ACnONS  BY  INSURERS 

Itia  inflationary  spiral  produced  predictable  consequences  for  Irbutbts 
In  Japan;    (1)  demand  for  life  Insurance  with  savings  features — which  were 
the  predominant  form  of  life  Insurance — decreased  dramatically;  (Z)  under- 
insurance In  property  Insurance  increased;  (3)  claims  and  loss  ratios  In 
non-Ilfe  insurance  rapidly  Increased;  and  (4)  insurer  operation  expenses 
rose  significantly.    Tlie  Insurance  Industry  In  Japan  acted  swiftly  in  meeting 
the  foregoing  problem. 

An  extraordtnary  shift  In  demand  from  life  Insurance  with  a  savings 
element  to  term  Insurance  occurred  during  1373  and  1374.    Life  Insurance 
companies  responded  by  Introducing  individual  term  insurance  contracts — 
group  life  Insurance  was  previously  the  predominant  form  of  term  insurance. 
In  addition,  term  Insurance  bene  fits,  written  as  a  multiple  of  the  endowment 
maturity  benefit,  were  added  to  endowment  contracts.    In  1975  index-linked 
term  Insurance  contracts  were  added .    The  contracts  are  five-year  term 
insurance  under  which  the  face  amount  and  premiums  are  increased  annually 
and  are  linked  with  the  Consumer  Price  Index. 

In  order  to  preserve  the  goodwill  of  existing  policyholders  who  held 
long-term,  saving-linked  life  Insurance,  special  extra  dividends  were  paid. 
Companies  declared  extraordinary  special  dividends  In  1974  which  were 
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d  from  capital  gains, 
lb  meet  the  probteni  of  expeniea  exceeding  the  premluBi  expenae  loading, 
various  sUps  were  taken.    Older  endowment  policies  with  relatively  smaU 
face  amounts  were  liquidated  by  either:    (I]  paying  the  maturity  value  inune- 
dlately:  (Z)  deducting  all  future  premiums  bom  the  face  value:  (3)  converting 
into  a  paid-up  policy:  or  (4)  a  special  form  cf  (3)  to  allow  them  to  oombine 
this  paid-up  policy  from  a  number  of  existing  policies  for  an  Increased  faca 

^on-Llfe  Insurance 

Non-life  Insurers  also  took  action  to  counteract  problems  created  by 
the  high  rate  of  inflation  In  Japan.  A  system  of  Indexed  fire  Insurance  and 
minimum  co-Insurance  requirements  Is  being  intioduced  in  197S.  In  third- 
party  automobile  liability  insurance  companies  adopted  new  syatems  of 
speeding  up  out-of-court  settlements .  Finally,  franchlsed  deductibles  to 
automobile  insurance  were  raised  aa  a  cost-savings  device. 

Although  the  Inflation  problems  of  Japan  have  not  been  completely 
eliminated,  the  foregoing  illustrates  what  can  be  achieved  by  govemment 
and  the  jxivate  insurance  industry  when  quick  and  remedial  action  is  taken. 
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•  EXTERNAL  REIATIONS 

In  many  counbles  coopers tlva  Insurance  rscresentB  a  modest  force 
when  measurad  by  relative  premium  volume  or  assets  (there  are,  of  course. 
aonw  countrlea  where  cooperative  Insurers  are  a  major  market  power) ,    But 
Qie  Inpoitance  of  cooperative  insurance  should  not  be  Judged  solely  on  the 
basis  of  statistics. 

Beyond  the  main  mission  of  providing  policyholders  In  its  country  the 
bast  service  at  the  lowest  possible  price,  the  Commission  believes  that  a 
cooperative  Insurer  also  has  a  special  responsibility  to  be  engaged  In 
eottamal  action  to:   (1)  avoid  Isolation;  (2)  pninote  solidarity  with  other 
cooperatives;  and  (3)  assist  In  the  solution  of  the  problems  facing  the 
national  and  neighboring  Insurance  marlcets.    Cooperative  Insurers  have 
close  ralationshlps  with  the  cooperative  movement  and  organizations  of 
people.   Thus,  their  actions  can  have  a  much  greater  Influence  than  acttons 
by  commercial  and  capitalistic  insurers. 

In  meeting  problems  caused  by  Inflation,  a  cooperative  Insurer  can 
act  more  efficiently  when  it  Is  involved  with:  (1)  the  public  In  order  to 
give  objective  Infonnatlon  on  all  of  the  aspects  of  the  inflation  crisis  and 
its  consequences  (not  only  will  auch  activity  be  a  public  service,  but  it 
will  also  assist  the  Insurer  In  safeguarding  existing  business  and  main- 
taining marketing  strength):  (Z)  various  organizations  where  problems  are 
discussed  and  resolved;  and  (31  q^e  oovemiqqfft  aufltorlttea  where  important 
decisions  are  made. 
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A  survey  of  the  membera  of  the  k:if  revealed  vartoua  reUtlonshlpj . 
RELAnONSHIPS  WITH  THE  PUBLIC 

These  relationships  occtir  at  various  levsls;   (Mbllc  reia«sentatkin  on 
the  Board  of  Directors  of  cooperative  Insurers;  public  contacts  through  the 
sales  organisation,  publications,  conferences,  panels,  and.  Indirectly, 
Uuough  official  and  ptofeastonal  associations  whose  task  Is  to  Infoim  and 
assist  the  public. 

An  Interesting  experiment  to  develop  more  effective  communlcatton 
between  poltc^iolders  and  the  cooperative  Insurer  ts  being  undertaken  by 
Samvlrke  in  Norway.    Forty  insurance  committees  representing  pollc^iwldars 
and  headed  by  shop  stewards  In  the  largest  plants  all  over  the  country  have 
been  established.   Duties  of  the  stewards  Include  participation  In  developlna 
products,  reaponslbUtty  for  some  education  and  sales  activity  tn  the  plants, 
and,  within  certain  limits,  authority  to  settle  losses. 

REIAnONSHIPS  WITH  OTHER  CAGANIZATrciNS 

Important  contacts  of  coopeiatlva  Insurers  with  other  organizations 
Include:    (1)  organisations  of  e  cooperative  nature  (banking,  housing,  con- 
sumers, agriculture,  tourism,  etc.);  (2)  organizations  of  a  socio -political 
nature  (an  example  Is  VoIksfOrsorge  In  Germany,  which  ts  directly  represented 
In  trade  unions  as  well  as  in  Thci  Trade  Union  Council  of  the  Social  Demo- 
cratic Party):  (3)  organizations  of  a  professional  nature — most  Insurance 
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eooperattv««  are  members  of  their  national  inaurencs  associations  and  com- 
■tttoea.    Da  Centiale  (Holland),  for  instance ,  and  La  Prtvoysnce  Soclale 
(Balgluin)  have  key  positions  in  their  respective  national  Insurance  Com- 
■tttees .    Cooperative  insurers  are  also  representad  In  oKlclal  otgantEstions 
aiich  as  tha  Advisory  Coromltteas  of  tnsuranca  Suparvlsoiy  (for  example, 
Kansa  In  Finland). 

RELAnONSHIPS  WITH  GOVERNMENIM.  AUIHORITIES 

Acting  within  the  political  pcocess,  coopeiattve  insurers  maintain 
direct  contact  with  government  and  exert  a  positive  and  constructlvs  Influ- 
•nceon  legislation. 

These  governmental  authorities  should  be  encouraged  to  take  positive 
actions  to  promote  legislation  and  programs  which  assist  policyholders  and 
Insurers  in  meeting  Inflation  problems  and  irtiich  attack  the  basic  causes  of 
Inflation. 
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Some  Important  terms  and  some  important  cU0«renc«s  betwaan  British 
and  Amarlcan  terminology  are  listed  below. 
Deductibles 

A  deductible  la  an  amount  deducted  from  the  total  loss  before 
the  claim  Is  paid.    In  British  terminology,  this  type  of  arrange- 
ment  ts  known  as  an  excess.    A  deductible  Is  also  referred  to 
as  a  retention  in  some  counb-iea . 

A  franchlsed  deductible  Is  one  In  which  the  insurer  pays  nothing 
on  a  claim  that  is  lesa  than  the  amount  of  the  deductible,  but 
pays  the  full  amount  of  the  claim  If  It  exceeds  the  deductible. 
FBce  amount  or  Face  value 

The  face  amount  or  face  value  of  a  policy  Is  the  sum  aaauryd 
In  Erlttsh  terminology. 
Insurance 

American  usage  of  the  term  "Inaurance*  covers  both  Insurance 
and  assurance  In  British  usage. 
Permanent 


Permanent  Insurance  is  life  Insurance  with  a  savings  element, 
such  as  whole  life  or  endowment  insurance. 
Present  value 

The  present  value  of  a  benefit  or  a  premiutp  is  the  amount 
discounted  by  a  given  interest  rate  after  allowing  for  the  risk 
element  In  payment. 
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Ihe  po^CY  r^aacve ,  or  technical  roaarve .  la  the  present  value 
of  the  benefit  less  the  present  value  of  outstandlny  (future] 
frMnlums.    Allowance  Is  genarally  made  for  futura  expenaes 
also. 
Twin  Insurance 

Jwm  Inanrartce  Is  life  Insurance  without  a  savings  element. 
It  Is  also  referred  to  as  temporary  insurance. 
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C«n«da 
Dnited  States 

Anstralla 
B«lglun 

Finland 

Heat  Germany 
Iceland 
Italy 
Nether la ndB 


Switzerland 
O.  K. 


Impend Ix  2 
Table  I 

Percentage  Increase a  in 
Consumr  Price  Index 


1971 

1»25* 

11.0 

10.8 

i   earlier  figures  available. 


Source:  OECO,  'Main  Economic  Indicators,' 
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Tabl*2 

Avaraga  annual  inflation  raUs  196C/70  and  1970/74  la  t 


1966/TO  19T0/T4 


1966/10  1970/14 


Swlttarluid 


Italy 
riDlwd 
IkiitBd  Klngdos 


Yugoslavia 


1966/70  1970/74 


1966/10  1970/74 


South  Kon 
Slngapon 

Phillppin* 


Source:    'Sigma,'  Swiss  Re,  No.  7,  My,  1975. 
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Table  2  (cont'd) 
Avarage  annual  Inflation  ratea  19fi6/70  and  1970/74   In  t 


1966/TO     1970/74 


19U/70     1970/74 


Stfciepla                                   ) 

8«w«al                                X 

t "     a 

S«rida                                       S 

B  " 

Halawl                              S 

•MBlla                                         2 

ItVar  VOltm                                      1 

South  Africa 

M>o4Ml<  •                                         1 

Ubarla  •                        4 

TiBial*                                               2 

7  T' 
9  " 

Mauritania                         s 

BgjTpt                                                   2 

Kwiya                                    1 

Libya                                                   S 

Nl^arla                            4 

Omgo                                            3 

7  " 

•ladagaacai                      I 

Uana  Lmm                                4 

GtfMCi                                                   3 

Mimlon  '    (rr)                 2 

4            U> 

Oiad                                          4 

I            11 

t<OTy  coaat                                  S 

mameca                                        I 

Rwanda                                  1 

.5            13 

.0            13 

Nl«i[                                                   2 

•nrwull                                         3 

tall*                                  3S 

.0            13 

n>90                                                     3 

Uganda                                  5 

Oantral  anican  Republic        3 

NORTH   AND  CBHTIIAL  AMERICA 


1966/70     1970/74 


l9«/70     1970/74 


Oaltad  Btataa 


6.2              3.1  "' 

PaoMa 

9              7. 

1.7              6.1 

Puarta  Rico      (US) 

4         a. 

4.6              6.1 

S            10. 

3.1              6.3 

2            10. 

l•^    Vo- 

Haslco 

3            11. 

Haiti 

3.2              7.5  « 

3            14. 
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Appendix  I 
Tabic  2  (cont'cQ 

Avfteage  annufti  Inflation  rata*  1966/70  and  1970/74   In  % 

SOOTH  AMERICA 


19e«/70     1970/74 


1966/70     1970/74 


Mthazlands  tatlllM    (HL) 

Surlnu  (HL)    • 

Guadaloupft    (tc)    * 

Martlniqu*    (Fr)    • 

Paru 

Trinidad  k  Tobago 


1966/70     1970/74 


1966/70     1970/74 


1967/70 
1968/70 
1969/70 
1970/73 


1971/74 
1971/74 

Mot  all  Mcnthly  Clquraa  avallabla  Bor  1974i, 
(avnaga  of  taaa  than     13  Bonthal 


Mhara  not  apaeifi 


IMT  tncamatlonal  Financial  S 
tM     Honthly  Bullatln  of  Statlatica 
[.abauc  Statistic* 
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APPENDIX  n 
CASE  STUDY:      GERMANY  IN  THE  TWENTIES 


This  paper  deals  briefly  with  hovr  the  German  InaurBitce  Induatry 
faced  up  to  the  challenges  and  problems  which  arose  as  a  result  of  the 
rapid  InflaUon  after  World  War  I. 

The  policy  of  "easy  money'  started  In  Germany  during  the  early 
days  of  the  1914/18  War  but  It  was  net  until  after  the  war  that  the  full 
tares  of  Inflation  was  felt. 


Gold  t^ark  Value  of  10.000  Papy  ^larks 

t91B  1919  1920  1921  1922  1923 

April  1st         8,000  3,410  700  724  143  2.02 

By  November  20,  1923,  1  gold  mark  was  equal  to  10      papsr  marks. 

The  German  insuranca  Industry  suffered  the  full  force  of  these 
changes,  and  insurers  who  were  unable  to  renew  foralgn  business  and  to 
•am  (orelgn  exchange  were  exposed  to  the  danger  of  Insolvency.    At  the 
height  of  inflation  insurance  based  on  the  mark  became  worthless. 

Throughout  the  property  insurance  field  continuous  monetary 
depreciation  resulted  in  neither  the  amounts  insured  nor  the  premiums 
keeping  pace  with  the  Inflated  price  situations .    Over -Insurance  was 
permitted  In  the  hope  that  the  insured  amount  vrould  be  adequate  if  a 
claim  arose,  but  because  the  Insured  amount  was  higher  than  the  value  of 
the  property,  policyholders  were  tempted  to  commit  arson  In  order  to  claim 
the  high  indemnity  benefit.    People  were  anxious  to  obtain  any  article 
with  real  value  which  couid  be  bartered  for  food  stuffs  and  othEr  necessities. 
There  was,  therefore,  a  ready  market  for  stolen  goods,  and  burglary  and 
glass  Insuranca  companies  had  catastrophic  losses. 

Due  to  continuous  increase  in  prices,  claims  were  seldom  settled 
for  less  than  the  maximum  insured  amount  even  when  the  loss  was  only 
partial,  and  because  of  the  constant  increase  in  p-ices  for  materials  and 
labor,  it  was  no  longer  possible  to  repair  at  reinstate  the  property.     "lYov- 
Idence  Insurance"  introduced  in  191E  contained  a  clause  permitting  both 
the  Insured  amount  and  premium  to  change,  if  the  frlce  of  glass  changed. 
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This  waa  tha  Qrat  Indaxad  ptopwty  Inaurance.    It  foiled  becauBe  the 
^ces  incr»ag«d  too  rapidly  fcr  the  adjuatmenta  to  be  handlsd  adminis- 
freUvely. 

There  waa  no  automatic  ralationahip  between  the  Insured  amount 
and  values  of  buildings  Instred.    Reagaeasment  o(  the  risk  wea  only 
pernltted  after  five  or  more  years  had  elapsed  since  the  prevloui  aaaess- 
ment  or  if  structural  alteratJona  had  been  made,    nils  resulted  In  a  permanent 
yndS''- Insurance.    Supplementary  Insurance  became  necsssary  and  was  in 
Moat  cases  taken  out  with  the  competltora  of  the  institution  holding  the 
eompulsary  insurance.    Calculation  of  the  la^mlums  on  traditional  lines 
beceme  too  expensive  and  so  they  were  calculated  by  rule  of  thumb.   To 
ftrther  reduce  expenses  coupon  policies  fcr  supplementary  Insurance  were 
Issued  for  standard  amounts  of  5,  10  or  20  million  of  marks,  on  which  the 
premium  was  already  [clnted.    These  could  be  purchased  freely  by  postal 
■Miiey  order.    The  receipt  of  the  post  office  was  regarded  as  receipt  by  tha 
company  and  tha  date  stamp  as  the  date  on  which  the  cover  took  effect. 

Foreign  cutrency  Insurance  was  a  special  [roblem.    Industries 
lupcrtlng  raw  materials  were  anxious  to  effect  fire  insurance  in  foreign 
currency.    Such  insurance  re<]ulred  authorization  by  the  Supervisory  AuUicrlty 
who  wished  to  avefld  authorizing  it  In  order  to  support  tha  German  currency 
as  loz  as  possible.    This  led  to  the  withdrawal  of  a  large  part  of  the  export 
Industry  from  Ga-many  to  forefQn  countries. 

Early  in  1923  the  foreign  currency  Insurance  was  easier  because 
a  notional  currency  waa  Introduced.    The  "fixed  mark  inaurance'  was  based 
on  the  'duty  surcharge  on  gold,'  end  'Gomadobs"  (gold  mark  dollar  basis) 
Insurance  based  on  ttie  peace  time  parity  of  I  US  S  ~  4. 20  marks  was 
introduced  but  it  suffered  because  dealings  In  foreign  exchange  were  ve^ 
reitrlctad.    However,  the  Infroductlon  of  the  "Rentenmark"  in  November, 
1923,  made  this  Insurance  completely  stable. 


With  the  substantial  Increase  in  prices  the  avo'age  costs  of  claims 
rose  dramatically.    The  free  reserves  and  the  reserves  for  future  bonuses 
for  the  policyholders  melted  away .    Insurers  worked  at  a  loss .    On  January  1 , 
1921,  the  Supervisory  Authority  authorized  a  frice  increase  on  existing 
contracts,  and  the  contracts  could  be  cancelled  if  the  policyholder  refused 
to  pay  the  increase.    In  July,  1921,  the  Supervisory  Authority  recognizing 
that  a  once  for  all  increase  was  ineffective  allowed  insurers  to  use  a 
"compensation  index'  which  permitted  insurers  to  adjust  iremiums  in 
accordance  with  the  changes  in  the  cost  of  living  Index.    But  again  the 
adjustment  when  provided  was  too  little  and  too  lata  and  by  1923  the 
adjuatment  no  longer  had  any  value  to  the  Insurers. 
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Ordinary  Ule  Insurancs  In  force  was  apiraxlmaMly  14  bllU<Mi 
marks  in  1913  and  had  increased  to  23.5  billion  marki  In  1920,  but  In 
tarms  of  purchasing  power  In  1913,  decraaaed  to  2.5  bilUon  marks.    In- 
creasing amounts  cf  Insurance  were  required  to  compensate  for  the 
diminishing  purchasing  power,  but  to  achieve  this,  it  would  have  been 
necessary  to  create  reserves  which  kept  pace  with  InOatlon.    In  times 
of  Inflationary  circulation  of  notes,  this  was  not  possible,  and  attempts 
were  made  to  try  to  compensate  for  tha  falling  currency  by  mixed  In- 
vestments . 

Mixed  Investments  became  possible  In  1923  when  a  niodlflcatlan 
of  the  Imperial  Supervisory  Law  permitted  up  to  one-half  of  the  legally 
required  reserve  to  be  invested  in  domestic  real  estate.  In  sacura  sbcrt- 
dated  bonds  Issued  by  any  kind  of  solvent  commercial,  industrial,  trad* 
or  agricultural  enterprise,  and  In  shares  of  domestic  Joint  stock  or  limited 
partnership  stock  companies.    This  concession  to  the  German  life  insurvs 
was  of  little  help  for  the  holders  of  mark  policies,  who  before  19M  had 
paid  In  gold,  and  after  1922  found  there  were  no  bank  notes  in  existence 
small  enough  to  pay  the  premiums. 

An  Insured  emount  of  25,000  marks  with  which  tha  policyholder 
In  1918  would  have  been  able  to  buy  e  house  was  Insufficient  to  pay  tha 
postal  charges  which  would  have  been  required  to  send  the  sum  due  on 
a  claim  to  the  beneficiary.    The  inflation  of  coats  had  literally  eaten  up 
the  nark  life  Insurance. 

The  Inventiveness  of  tha  Insurers  in  their  attempts  to  continue 
to  operate  with  fixed  values  deserves  high  praise,  but  the  means  avalleble 
were  too  crude  to  be  successful  when  the  netlonal  currency  had  been 
sbendonad. 
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Table  1 

STOCK  MARKET   IHDICES 


Britain 
Holland 
Bong  Kong 

Switserland 
Daitad  States 


'Tha  Businaas  Haak  Lettac,'  (Vol.  VIII,  Ho.  10.  Oct.  20i 
197S,  adopted  froei  chart  provided  by  Fldnclary  Truat  Co. 
of  Kbw  York) . 
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Paying  for  Ws 
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LEAGUE  LFE  MSUUNCE  COMFWNY 


INSURANCE   FOR 


Soon  your  P>Hlly  Croup  Llfa  In 

On  SapUMber  1,    1975,   ttw   Inni 
pl«il  Kill  ba  auteaatlca   ~, 
•nnnco  acbadulo  for  yoo  and  tba 


B  will  ba  wortb  warm  thm  wn  bafon. 

b«nafit*  undar  tha  rMlly  Qronp  Ufa  tl 
'  by  10  par  cant.     Hara  1*  the  n*w  in- 
lara  of  your  tially  covaraa  nndar  thia 


Daath 

IG  through  19 
30  tlirough  34 
35  through  39 
40  through  44 
45  through  54 
55  through  G4 
fi5  through  T4 
75  and  ovec 


Buaband  or  wife's 


13,000 
9,000 
6,D00 
4.500 
3,000 
1,500 


«0O 


3,400 


Xour  policy  providas  thaia  inereaiea  In  your  inauranca  to  halp  your  faadly'a 
pcotaction  keap  pica  vlth  tba  coat  of  living.  The  original  benefit  lavala 
grow  ID  par  cent  for  each  10  per  cent  increaae  in  tha  Consusar  Prica  Index 
tivm  the  Hay  1973  level.  (Since  Hay  IbTi  tha  Indax  has  ^ona  up  by  Jnat  over 
30  per  cant.)  PmlmiiB  for  your  Inauranca  will  ba  increaaed  by  tha  aaM  per- 
centage froai  SI.  00  a  week  to  SI.  20  weekly  starting  with  the  one  due  Saptanbar 
1,  1975.  The  earllaat  data  for  tba  next  coat  of  llvlnq  adJuitBenfe  will  ba  In 
two  yeara^-Septtaber  1,  1977. 

We  have  also  encloaad  an  endoraenent 
your  Panily  Group  Life  II  inaurance  t 

If  you  do  not  want  the  higher  anounta  of  insurance  and  tba  new  c_..  

rights,  you  nay  cos^lete  the  enclosed  card  and  return  it  to  receive  infora 
ttonon  insurance  with  the  same  benefits  and  cost  as  ycu  now  havs. 

If  you  want  tha  Increased  insurance. . -you 
have  enough  noney  in  your  credit  union  aha 
The  Increase  is  autonatlc,  regardless  of  i 
you  becane  insured  under  Foully  Croup  Llf< 


^o  do  anything  except 
to  cover  your  preBiu 
1  health  since  tha  d( 


Incerely, 
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TtM  r*ea  MBunt,  piailv*,  valuai  and  taaatlt*  tot  aa  AdJuitabI*  Llla  policy  * 
U«M»d  by  tba  coaputat  oa  a  apaclal  pa^a  (Policy  Scbadula  and  Tabla  of  Xon- 
fortaltura  Valuta),  uhlch  bacsM*  fata  1  of  tba  policy. 
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f  AdJuitiM*  UU  U  luda  psiilbU  bjr  tha  Ml^tw 

policy.     ?>■»•  piavlilsDi  pTsvId*  Eh*  aaaai  tAaTsbjr 
ally  updat*  tha  palUjr  u  dictatad  by  chanttat  dc- 


I  adjumaati 

of  iBturabllltx.     Evldai 

tha  *actIo<u  of  thla  bulUtln  ancitl 


laciaaaai   iD  faca  ■ 


SacopJ,   tha  ptanli^  oa 

In  addition.  A  Donripi 
tlaa.     Thl>  single  pre 

policy  fei  Tatlreswnt 

IDiea  updiclDg  ka  Atljui 


t  vlthoiit  owldaaca  of  in- 


■  ta  plaimlnt  p. 
LlCe  poll 


I  dacraaaad  an  toy  pc«ali 
uircd  for  clthar  *n  Incraasa  oc  aaeiai 
100  BlnliuB  cuiccntly)  nay  b*  paid  at 
ai*nt  allOHi  iha  pollcysuur  Co  tt^l 
t  fund  (ccxnulatUoa,  etc.)  ta  tba 


:  ps1icyOHi»T  Bay  attllia  althar  of^ 
on  a  tlvan  piaalia  dua  data  to  pto- 


plan  of  luutanc*  ulll  ba  datanataad  by  tha 
ih  valua  of  the  policy  la  affact  ptisT  to  tha 
ba  pcapacad,  tt*Blitns  tlia  oaw  pnalua,  faca 


IT.     Tht  Poll 


Tba  nonfotft  tuic  valuci  of  the  Adjuitibla  Ufa  policy  ata  (1)  caih  yluaa  and 
(1)  r«Juc»d  pjld-up  iniunncj  (paid-up  vhola  Ufa  InauiaDca  laiatdlaaa  of  tba 
plan  of  iniuc.nca),     rh«  jucoutlc  option  li  laducad  paid-up  laauiance.     Exiandad 
taia  tniurtncc  li  nat  jvillablaf  howavat,  tha  autesattc  pceaiiB  loan  pmvtalon 

All  Adjuitabia  Ufa  policial.   Including  thaaa  on  a  tan  type  plaa  of  luiuaaca. 
have  TWnfeifelluTa  valuii.     Thli  dlffati   tio«  tba  usual  practice  of  allOHtDB 
caah  valuii  on  tara  pallelai  only  If  tha  duTatloo  li  at  laaat  19  jraata. 


It  t(  IcpoTtant  to  keep  In 
policy  after,  say,  10  ot  ]0 
paid  at  tint  of  Issue  but  a 
and  fact  anaunt  ovai   the  ye 


tuat  caah  value  af  an  Adjuatabla  Life 
nd  aot  only  on  tha  piaalua  p«  tba>-<aai 
I  and  entcnt  o(  eban»aa  nada  In  ps^.,>lia 
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a  tarn  typ<  plan  at  tniucance  which  pto- 
aa  chaDtii  ara  nadc  durlns  th«   II  yaan, 
the  caih  valua  uouia  trjduiliy  Lncicall  until  about  Ui*  <>ih  year  mil  ihcn  da- 
Cictsc  lo  approxinil    [y  0  ^t  Kht  end  o       Tii  11th  policy  year       Houcvec     tf  th* 
prveiim         tncroted  par  oitlca   ty  (vltbout  any  chansaa  In  Iicc  losunc],   th*  caih 
<alut  >nuH  eonlUut  tn   lnci*lia  In  propor  Ion  to  tha  pianlia  paldt   and,  aaainlnt 
that  tha  plan  o[   iniunhci  avantually  chan(ai  to  a  lilt  typa,   tha  eaih  valua 
«imil4  W  alBlliT  to  that  of  ■  Tasular  Uhola  Llfa  or  LlBltad  Pajr  Ltfa  pttlicy. 

riBally,  all  Adjuitabla  liU  pollciaa  ai*  part tcl patina,  with  th*  licit  dlvldkod 
payabt*  at  tha  and  o(  tha  aacond  policy  yaaTI Divldaaj  opLioot  EHiTantlf  avall- 
abta  art  (1)  caah,  (1)  caduca  praalua,   (3)  paid-up  addltlona.  and  (t)  ■ecuaulatlMa. 
«(alD,  tha  paid-up  addition*  aia  paid-up  'thola  Ufa  Io«w*oca  T*(atdta*>  at  tha 
pltti  of  laauranca  nf  tha  polley. 

T.     Tha  Coit  of  Llrtat  Banaflt 

A  coat  of  Itvlnt  baaaflt  li  auteaiatlcally  locludad  In  aKb  Adjaatsbla  Ufa  policy  - 
tataad  St  asa>  »  th;Bu(h  SI  <ulthaut  ■pacific  praalia  chait*)  ualMS  tha  Aauf ad 
«aaa  nat  qualify  Cat  tha  banaflt  OT  alacti  nat  to  hava  It  lacludad, 

Tkli  iMoaflt  pisvidai  that.  If  thaia  la  aa  Ineraaaa  In  tha  CoMiaar  PiUa  Indax 
(C.P.I.)     tha  (jca  KDunC  of  cha  policy  will  autcnatlcatly  b*  lociaoKd  irtthout 
avidaaca  of  Iniurabillty.     Such  Incraaia*  tUl     dscur  avary  tblid  yaar  froa  ch« 
•ilglnat  data  of  liiua  oi  avaiy  thlid  yaac  to  loulni  Ih*  K»t  racent  laeriaaa  ei 
4acTaaia  ta  faea  vHuat,   and  vllt  eonttnua  to  accur  en  chat  baiU  chrouth  a|a  5}. 
Tb*  acauDt  af  each  Iscceaia  vttl  ba  tha  parcantaja  Ineraaaa   tn  tha  t.t.l     for  tha 

•r  $10,000  at  a 
kWMflt. 


Tha  polIcyawnaT  Day  dacllna  an  Ineraaaa  In  faca  amast  BBdav  thia  banaflt|  hatiaYat 
tha  banaflt  wuld  than  caaaa  ta  ba  oparatlva.     It  tUi  ahould  oecut,  tha  banaflt 
could  itibiaquantly  ba  ralBitatadt  howavar,  avldanca  af  laaucahillty  unutd  ha  ra- 
Vilrad. 


•n.    Tha  Valvar  of  frwili-  PlaablHtv  Maaflt 

Each  poller  aatnMtlcallir  tncladaa  a  dlaabllltr  Haivar  banaflt  <vitbaut  apaalfie 
praaliM  cbatfa)  ualasi  tka  Inaurad  doai  net  qualify  far  tb*  banallt.    Fraalwi 
wa  walvad  If  dlaablUty  occur*  aflat  ata  10  aat  bafnia  •«*  M. 

tlia  oyaratlon  af  thli  banaflt  dapanda  an  tli*  plan  ol  Inauranea  U  nffaet  at  tba 
tloa  at  dlaabtllty.      It  tha  plan  of  Iniuianca  provldaa  covuata  to  a  itatad  ata 
(tana  typa  plu).  prnllMx  utll  ba  walnd  durtns  dlaablHty  ta  tha  and  of  tha 
Hil*'  'I  covaras*)   than,   th*  plan  of  In.nianca  will  autonattcally  b*  cha<i(ad  to 
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II  lile  tv^  ^lin  ulth  fTCmlimt  pjy.ble  lo  ■(*  IW,  •«!  th(  lOulcini  laT(C[  pre- 
•ilM  HlU  b.  HJlvcd.  On  lh«  other  hjnd,  U  thn  inllcjr  i»  on  ■  til*  typ«  pl-n  of 
Iniuiancv  with  piunlunt  piyiblt  to  i  itattd  at*  (Halted  pay  life)  uhen  ch*  in- 
>ur«l  becwui  dliibUd,  tlie  pLin  dE  Intunncc  wltl  tutoiuilcdly  b«  c^*n■cd  to  ■ 
IK*  type  plan  ulth  praniiai  payable  to  ata  tOO.  and  th«  TeiulCIns  mulUr  pr«- 
miim  Hill   be  walvad. 

Adjuicaani*   In   face  awunl  «r  pcaali*  <othar  than  tlwaa  ]uit  daicclbad)  aia  noC 
pe»It»d  uhlla  praslisi  aia  bclnt  vilvad  unleaa  tha  peltcy  locludaa  tha  Paca 
jbwunt   IiKTaaaa  ^laaiunt,     (Hotel     Rafac  Co  the  lactlon  of  the  bullatlB  cntlttad 
The  Optlunal   Bana(lt)   for   Infortutlan  about   autosatlG   Inciaaaaa   In  face  aMOuDt  on 
■■tulac  option  datal   In  Iha  avant  of  dliabtllty.) 


Thcaa  optional   benaCiCi  nay  ba  addad  to  tha  Adjattabla  tlfa  palUr,  ulcfa  paymaot 

of  an   additional   pruim       (1)  Face  Mount  tncraaic  Aftreac^ant   (limilaE  to  A.I.O.U.], 

(]}  laailr  Tan  Atraaaant  •  Chlldian.   and  (3)  Accidental  Daatb  lanaflc  Apcaaaot. 

The   Fate  Amount   loiieaie   Ajtreement   pemlta   tha   pollryounei  to   Inccaaaa  tba   faea 
•nount  of  the   polfc/  uiihom   evidence  oC   Iniurablllcr  aa  aaeh  of  i  ratutai  optloa 
-datci   (>gei   Zi,   Ze,    31,   Jli,   3T,   and  1.0),    a>  uell  al  a  ipaclal  optloD  data  tor 

available  in  place  of  tha  ittulai  option  dataa  lo  tha  avert  of  Hi[Ia(a  or   tha 

hirth  or  adoption  of  chlldian. 

Tha  aamuot  ot  aaeb  lacitaie  la  li-lced  lo  th*  faca  iMunt  of  tha  orlfloal  poller, 
iub]«ct  to  a  Kaxlnum  of  iJS.DOO;  however,  apactal  llslta  aia  avallabla  at  youngar 
Iltua  aias  (i  ttnaa  tha  polity  (ac»  annunt  at  aiai  0  thioufh  U,  and  zl]  timti  Lha 
policy   (ace  aoount  at  a^aa  IS  thiouih  I],   lublact  to  ch*  maxlMia  at  $li,000). 

Aa  aach   Iniitaaa  In  faca  aaount   Ii  nada  on  an  optlsn  data,   tha  paltcy  pcaBlua 
idtl   b«  Incieaied  by  an  amaanC   lutflctant  to  aialntalB  tha  asiatlnc  plan  of  Inainc- 
anca  ualai*  tba  policyounci  alao  lequaata  an  adjuataaat   la  piaalu*  at  Uia   aaaa 
tbaa. 

It  tha   Iniured  It  dliableJ  on  a  laiular  option  data,   tha   faca  aaouac  ulll   auto- 
BatUally  ba   Inccaaiad  and  tha  additional  piaaiia  lequliad  to  Balntala  tha   plan 
of   InaUTanca  will   ha  Halved,     Th*  Faca  itaMunt  Inccaaia  Atiaaawnt  eanaoL  be   laaiMd 
ullhout   Ihli   dlaablllty   faaluca. 

fraa  an   li  daya  to  as*  13  on  each  inturad  child.     (Ko  eovaiaia     a  providec]  on 
th*  wife.)     Thla   tnauianca  «y  b>  conveilad  at  any  tlia*  vlthnut   evidence  «f  Insur- 
ability.     If  tha  eonvertion  occuii  whan  th*   Intucad  child  laacha*  a^a  25,   tliE 
anount  of  the  convailtd  policy  Hay  ba  up  to  >  tli>a»  tha  acount  of   IniuiuK*  UDdac 


death  Dccuo 
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Appendix  IX 
CASK  snmxt    japam^s  ivputioh  axd  its  AJRI-IHPUTIOK  HEASDRES 

1.  Prlea  Kovuaat  until  lUrch,  1975 

Japan's  conauaar  prleaa,  wbloh  bad  baan  atabllliad  coBparatlvalr 
aftar  tlia  and  of  tba  loraaa  War,  liAva  ^apixt   tv'ahw  a  oontiAuous 
rXtlBg   of.naarly  £^  par  aniOin  alnea  I960.  Thia  trend  ma  due  aalnljr 
<o  tba  rlae  in  prices  of  sfrlcultural,  Barine  and  llvaatoclc  product*, 
prioae  of  Induatrial  producta  produced  by  Btnor  Banuraaturera  and 
sarviea  chargea,  all  cauaed  by  the  wage  ))llca  raaultlac  from  the 
exceaalTe  demand  for  labor.  Tbare  haa  been  a  rapid  rlae  in  pricee 
of  Batorials  euoh  aa  loga  and  luaber,  bucbt,  aoya  baane,  wise,  row 
ootton  and  «ool,  en  the  taport  of  Nbioh  Japan'e  oconoBf  largelj 
depeoda,  aince  the  latter  half  of  1972.  Aa  a  reault,  the  conaiaer 
priaaa  roec  aa  high  a«  13. Q(  during  the  period  froa  January  to 
OotoUr,  1973. 

At  the  ver/  period  occurred  tbe  oil  crisia.  Its  inflvaoco  vaa 
*ie«*dln<ly  serious,  because  Japan  is  utlllaiag  large  quantltlas  of 
petroleuB  as  saterisls  for  various  olMBiaal  products  as  veil  as  the 
aeurea  of  energy  and  alaost  all  of  Its  supply  >uai  be  l«port«d  froa 
abroad.  Both  enterprlaea  and  oonsuaars  entertained  a  strong  fokr 
frea  the  feeling  of  shortage  and  bi pec tad  price  rlalng  relating  to 
a  large  ueibsr  of  cooaoditiea,  and  endeaTored  to  escure  thea  as 
•arly  and  aitenaiveljr  as  poealble,  rseultlng  in  an  eitraordinary 
•ipaasion  of  dsaands.  In  cooBequencs,  tbe  conauner  prices  ahovsd  an 
abaorBSl  rise  of  12, St  during  only  four  aontha  froa  lorsabsr,  1977 
to  February,  1974,  and  those  In  February  roee  aa  hl^  as  Zi.jfi  as 
oeapared  «lth  the  corresponding  aonth  of  the  prorteua  year.    , 

la  the  aeantlae,  tbe  Oovamaent's  price  policy  hSTlag  bssD 
adopted  eince  tbe  beginning  of  1973  began  to  take  affect.  At  tb* 
ssM  tlM,  oonauaers  beeeae  not  only  aererer  agalnat  the  easygelBf 
price  raising  on  tbs  side  of  suppliers  but  also  acre  prudent  In 
tbslr  purobaaing  attitude.  Thun,  the  ohsotlo  price  rise  began  to  shoe 
*  sign  of  cooling  down  In  Kaj.  1974.  During  tb*  period  froa  July  to 
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O«tobar,  part,  of  tli*  public  utilitlca  chcrcaa  «m«  laai«aa*d  and  tha 
prlcaa  of  vagatablaa,  ran  fiah  and  frutta  roaa  In  eonaaqiMDea  ot  loat 
raina  and  typhoona.  But  tbaae  facta  did  not  affact  tha  pricaa  of 
otbar  ocaaodltlaa,  and  prleea  la  eanaral  Mora  atahUlaad  acalB  la  and 
aTtar  Hovaaber.  Tha  rlalnc  ratio  of  tha  eonauMar  prleaa  tn  Mareh, 
1979  uaa  only  14.2^  ovar  tha  eorreapoDdinc  parlod  of  laat  jraar.  Ttaa, 
tha  ala  at  tha  Covanmaat'a  rirat-round  prieo  policy  IntaaUac  to 
radueo  tha  rlalsc  ratio  to  loaa  than  15if  «a«  aecoBpllahsd. 

(itota)    A  turaoll  ot  eosBoditiea  ahortatra  vhlch  bagaa  with  tha  oil 
crtala,  and  the  followlDc  davalopaant  of  affalra  ahauld  ba  natad  aa 
an  Inatance  of  how  (TSTaly  tha  aorasant  of  desanda  affaota  prlca 
fluotuatlona,  Tha  panic  began  with  toilet  paper  and  azpandad  to 
cloanaar.  augar  and  ao  on,  A  larf^  nunbar  of  peeplo  haatMMd 
purchaalng  and  hoarding  for  fear  of  tha  dlaappaaranoa  of  t)w*e 
naceaaitlaa,  reaultln^  In  a  regarlcable  looreaaa  In  the  purehaaa 
quontltlea  of  tbeae  ttaaa.  During  thia  period,  the  prieaa  of  all 
thaae  Iteaa  roae  largely,  thou^  different  in  dograe.  After  tha  and 
of  thla  tuiaoll,  tha  deaanda  for  these  covnodltlva  dacllnad  rapidly 
and  pricea  BhoMed  a  trend  tonerd  stabilization  or  looorlng.  Troi  thla 
oonfuaion  cortauBers  learned  that  aoderste  purchaalng  muld  oontribote 
largely  to  the  price  atablliEBtlon,  and  began  to  act  en  the  aaund 
jud^ent  foraed  by  conflimatlra  infor>atlon.  The  praaent  prloa 
atablllty  oaea  vary  auch  to  their  aaring  In  oonauaptlon. 

2.  Oovamsent's  ?riee  Policy 

(1)  Control  of  Aggregate  Desanda 

Tha  greataat  factor  i.i  tha  extraordinary  price  rlaa  tn  19T}(tiaa 
the  iBoreaae  In  the  aggregate  desonda  auch  aa  private  plant  and 
aqulpaeat  ioveataacta,  flacai  outlay  and  conamptlan,  far  beyond  tha 
capability  of  aupply  of  all  aoenoay.  Accordingly,  the  CoronMant'a 
prlee  policy  during  thia  period  ma  baaed  on  the  oentrol  of  the 
aggiagata  dBnand*.  For  thla  purpoae  the  ti^t  aaDey  pollv  ma 
aiaoutad  strongly  both  In  tte  financial  and  fiaoal  aapacta. 
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In  tb*  riaanelBl  ■■otor,  th*  afficl*!  dlioount  rata  wa*  ralacd 
rin  tlBM  durliw  1973  by  4.75^  in  total,  rMohlnc  99C  at  tbe  and  of 
tba  7«ar.  FartleularlTi  tha  firtb-round  rala*  mforcad  In  Dacaabar 
M«  aa'hi^  aa  if.     Ibia  hi^  ralalnc  alaad  at  tha  control  of  tba 
aceracata  da—nda  In  tua  aapectai  tha  auppraaalon  of  apaoulativ* 
■ovaaanta  in  anticipation  of  pric*  spiral  which  aaj  eontinua  furtbar 
•van  aftar  tba  paaainc  of  tba  oil  eriaia;  and  tha  incraaaa  arid 
■ncourassDsnt  of  aavlnss  by  way  of  the  raiaa  of  dapoalt  mtaa.  Tha 
affiolal  diacoust  rata  Bantiimad  above  uintainad  Its  high  loTal  until 
April,  1975.  and,  llnkad  uitb  tbia,  tha  dapoait  ratea  vara  alao  ralaad. 
Tba  raaarve  roquireBant  ratio  of  tba  financial  Inatltutlona,  which  ara 
required  bj  regulationa  to  dapoalt  a  fliad  pareantasa  of  thoir  evn 
dapoalt*  in  tha  c«nti«l  bank,  vaa  ralaad  froa  1.5^  to  7.259(  at  the  and 
of  1973  throu^  ri**-ti>e  raialng  during  tha  rear.  At  tba  •*■*  tlaa, 
the  quantitative  tlsbt  Boney  policy  aucb  aa  tba  control  of  tba  ovara 
loaned  altuatloa  aaan  In  tba  flnanotal  field  «aa  alao  adopted, 
nirthar,  the  follovlnc  two  taaporary  Beeaurca  were  taken  to  auppreaa 
aonatwptlOD  by  abaerblng  indlrlduala'  fundat 

a.  Tba  Intaraat  rata  of  tha  ali-acntb  tlaa  dapoalt  waa  ralaad  at  tba 
bonua  aaason  by  u(  blEher  than  tba  uaual  rata.  (In  Japan  there  la  a 
cuatoa  that  an  allowance  equivalent  to  four-to.«lx-(u>Dth  ealariaa  Ia 
total  la  (iTen  uaually  in  June  and  Decaaber  beaidea  the  aonthly  pay.) 

b.  Tba  "Iaw  Relating  to  Saringa  with  Praaluaa"  waa  enacted  aa  a  law 
In  force  only  for  twp  yeara,  applying  to  the  tlaa  dapoalt  and  tba 
aavlng-llnkad  and  uaual  endownent  Inaurancea.  Dnder  thia  law  tba 
dapoaltera  and  policy  l^ldara  belonging  to  thaaa  categories  are  given 
a  drawing  right,  and  tboae  having  drawn  a  winning  ouabar  ara  paid  a 
preaiuB  of  110  ■illion  far  tba  flrat  prlie  and  ao  on,  tha  reaourcea 
of  wblcb  payaant  era  deposit  intereata  or  dividends  to  poliey  boldars. 
TUa  aobana  waa  aiecutad  ^  th*  depcalt-recaivlng  finanoial  Inatitutlcna 
auob  a*  bank*,  credit  aaaociatlona,  co-operatlva  HSBoctBtlona  aad  poet 
affleaa,  and  alao  by  life  Inauranca  coapaniaa,  asrlcultursl  eo-operstive 
Insurance  organlaattona  and  the  post  office  life  inauranca  aanagAd  by 
the  Qevamaant. 
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In  the  flacal  fiald,  tha  tiu  o.*  execution  of  tha  public 
Invaataenta  acbadulad  for  tha  first  half  of  fiscal  1973  « 
In  April,  I973,  whila  the  flacal  outlaj  r*latln«  Mlnlr  to  publle 
■orlcB  ^ejected  by  tha  Stata  ond  ths  local  authorittaa,  >eiT«  than 
11,040,000  Billion  in  aaount,  was  poatponsd  In  Jiugust,  197?.  In  flacal 
'  1974,  too,  the  gsneral  account  budgat  and  tha  progran  for  tb*  trtuvry 
InvaatBaBta  and  loans  vera  conplled  placloe  SBphasla  on  tb*  prlca 
atabl Illation,  and  vara  aiocutad'Sccordliigly. 

(2)  Prlca  Control  and  Supply/Demond  Adjuatment 

At  tb*  tlaa  of  tha  prlc*  apiral  tbls  tlos,  tt  ma  naeaaaarr  for 
tha  OoTonuont  to  adept  th*  Boaauras  stablllalnc  prlca*  and  aup^lr/ 
daaand  of  Individual  conwdltiea,  in  ordar  to  prarant  antsTprlaaB* 
apaculatlve  actlona  oucb  as  comerlns  and  hoardlnc  eca»odltl*a,  or  tbair 
prlca  ralsa  taking  advantage  of  tb*  situation  or  In  aotlolpAtlon  for 
Uia  future  riae,  and  alao  to  cool  down  consuaan'  bsatj  h^lng  aAd 
boarding. 

Trtm   auch  ■  paint  of  view,  tha  Covemiunt  had  tslcen  audi 
BdainlstratlTB  seasuraa  aa  energency  iaport  and  tha  release  of  tha 
Oovenuwots'  stock  in  reapact  of  the  price  rlaing  coaBoditlo*  alnca 
1972.  Further,  the  "Lav  Relating  to  tnsrgency  Ke^aursa  for  Comarinc 
and  Hoarding  Coaaodltlas  Connected  Kith  Daily  Uviog,  eto.'  ('Comerinc, 
etc.  Prevention  Law'}  wee  eatnbliahed  in  July,  1973,  and  ths  'Iak  of 
aurgeney  Heasures  fpr  Ketlonal  Life  Stabllltation"  and  tha  'Law 
BatlODSllxing  Supply  and  Daojuid  of  Pstroleua"  in  Deceaber  ef  the  year. 

Tb*  "Cornering,  etc.  Freventatlon  Lav"  aioa  at  tlM  price  atabllltatlon 
and  tbe  security  of  supply  of  specified  coanodltiea.  Under  th*-lav, 
the  Oovemaent  oay  dealgnat*  such  Items  connected  with  dally  life  aa 
ll]cely  to  be  cornered  or  hoardedi  It  surveys  and  watch**  prices  and 
Bupply/denand  of  those  Itecsi  If  it  has  found  producers,  distrlbutera 
or  Inportara  who  hoard  large  quantities  of  thea*  itans,  it  nay  direct 
them  to  release,  or  order  than  to  sell,  those  coaaoditle*.  Tbose  so 
deelgnated  covered  24  iteas  including  soya  oeana,  cotton  yam,  keroaene, 
toilet  poper  and  liquid  petroleua  gae. 
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Th*  "Ida' of  EBerganc;  Hamaurai  for  Xatloiul  Lif*  Stabillsatloa* 
Blaa  at  tha  itsbillutlon  of  nailonftl  lif*.  Dndar  tha  Uw,  la  tb* 
•rant  of  pricai  of  cooBodltiaa  iBportant  to  national  Ufa  rlainc  «r 
balnc  ftarad  for  rlslnci  tha  Oovamnoot  aay  deilciuita  auch  coonsdltlaa 
aad  taka,  aooording  to  tha  altuation,  aueb  aeaauraa  aa  tha  aatabliahaant 
of  tlM  ataiulBrd  prlcaa,  tha  collaetlon  of  aureh&rgaa  and  tha  diractloD 
of  produotloa  and  iaportatioD,  in  rvapaet  of  the  deai^Datad  csoBodltlaa. 
In  January  and  Fabniary,  1S74  four  itosa,  karoaan*  and  liquid  patrolaun 
(•a  far  doaaatlc  uaa,  tiaaua  paper  and  toilet  paper,  ware  dealinated, 
and  ttMlr  atamtard  prleaa  were  eitabliahed. 

Tha  objaot  of  tbo' "Lav  BationallElnc  Supply  and  Deaend  of  FatrolauB" 
la  tha  rational! astloa  of  aupply  and  daaand  of  patroloua  (erudo  oil  and 
patrolaua  producta)  by  way  of  aacurlac  tbair  proper  aupply  and  reduoljv 


In  Haroh,  1974  a  aharp  rlaa  In  tha  iapert  prleaa  of  crada  oil 
hrou^t  about  tha  upward  roTiaion  of  prioaa  of  tha  doaaatie  patrolo^a 
produota.  At  thla  tlaa  tha  Govornaant  roquaatad  tha  antarprlaaa 
eoMoaraad  to  raatraln  prloo  ralM  In  raapaot  to  J3  itana  (£  itaa*  added 
on  April  l)  and  suldad  the*  to  tha  prior  approval  of  the  anthorltlaa 
ooaearaad  in  oaaa  of  prioa  ralainf.  Further,  for  tha  purpoae  ef  prieo 
•tabiliaation  on  the  diatribution  atacaa,  tha  Ooramnant  raqwaatod 
(•aaral  trading  ooaipaitioa,  dapart«ont  atorae  and  auporBarkata  to  refrain 
priea  raiea  in  roapaet  ef  daily  oceeaaitiaa,  elotUng  Itana,  ato. 

The  reculatlooa  under  theaa  lawa,  howeirer,  were  ^adually  raloiod 
in  aeoerdanoa  vith  tha  auboequont  iBproreaent  of  aupply/deaand 
•Ituationa.  Since  HaTt  1974*  tb«  ataadard  prioee  aatabllahed  for 
tiaaiie  papor,  toilet  paper  and  koroa'ana  for  doaaatic  uae  have  bean 
•beliahed,  and  tea  iteaa  includioc  rav  allk  have  bean  reaored  froa  tha 
ee^wditioa  deaisnated.  under  the  'Comerinc,  ate.  Frerention  Law*. 
Fnrthar,  tha  eB^wditiaa  doai«nated  under  the  authoritlee  prioi^-approral 
•yatea  Nora  gradually  reduced,  and  the  dealgnation  ma  all  reaored  by 
the  end  of  Saptanbar. 
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(3)  Etatmnt  of  Public  Dtilitl*!  ClitrKaa 

Tttblia  utilltiaa  charsaB  vst*  raatrainad  u  far  u  poulkl*  la 
Ua»  i[ith  tk*  auppraaaloa  of  price  rlaa  of  coaMdltiatf.     Tto  i^Mrd 
nrialoa  of  tba  Japonaaa  Hatianal  Sallaajra  faraa  and  fr*i^t  and  of 
tha  Govanaaot'a  aalllne  prlea  of  riea  «aa  daddad,  at  tka  wmX  of 
I9TS1  to  b*  poatponad  mix  sontha  trtm  tba  data  pravtoualy  achadulad. 
In  Tlav  «r  a  Bl«a  of  tba  prlco  Mka  alowlJig  down,  oLoetrle  poan 
i*Ma,  prlvata  ratlvays  faraa  akd  fralcht  and  auolelpal  traffle  fBraa 
baTo  auccaedlDjclor  baan  raiaad  aioca  JUna,  1974,  but  onlj  to  •  ■lalBua. 
Tha  raiae  i>r  prloaa,  howoTar,  of  aalt,  iriwat,  barlay  and  postal 
Oharcas  ma  ahalvad.     In  th«  ooapllatlon  of  tha  budget  for  flacal 
1975(  tha  charcos  for  talecrapb  and  talaphoaa  vara  alae  daeldad  to  b* 
frOMO  during  tha  f laeal  yaar. 

(4)  Othar  CountoraaaBurea 

In  addition  to  thaaa  prioo  polloioa,  t«  ratloaaliio  tba  ecDditlona 
of  Odapatltlon  a  aarara  control  was  eoaductod  evor  tbo  priea  acraasaat 
and  tha  ra-*ala  prlco  nalntananea  ayatan  (tha  ayataa  uadar  whloh  tha 
Mkan  fix  tha  rotall  prlcaa  of  thalr  produota  and  lat  thalr  rotallan 
ktap  Umb*  prloaa)  violating  tba  'Aotioanopol/  law*.  BaBldaai  for  tba 
purpoao  of  tha  ratlonaliBation  of  distribution  and  tba  Bodamltatlea 
of  laaa  productlv*  aactora,  a  lonc-tam  and  atruottj^l  prloa  poliey 
a«a  adopted  tgr  way  of  tba  axpanaloa  of  .varleua  «aaauraa  tbaa  ailatl^. 

3p  Baapanlng  Stagnation  and  Racant  Frica  Xovanant 

Tba  azacution  pt   tha  prlca  policiea  aBntlouad  abor*  ««a  affactlv* 
for  ooolinc-dovn  of  prlcaa,  but  it  broucht  about  tha  atasnatioa 'of 
aoonoBie  aetlvltiaa,  the  iroraaned  bualnaas  raaulta  of  cntsrpriaA  and 
sa  inoreaaa  In  uneBploynant.  (The  nnenployaant  ^a^lo  iacreaaad' froa 
lj«(  in  1^3  to  Z.lf  m  Harch,  197S.)  Thus,  Japan  ^starml  a  alnua 
'  aooncalo  frowth  rata  In.real  tana  in  19Tt  for  tha  i'lrat  tina  after 
the  war.  And  the  pes  of  public  vtilltiea  charcoa  expanded  the  deficit 
of  public  utlUtlea,  vhile  a  decrease  in  tax  ravenuea  Invited  auch  a 
aarloua  problea  as  flnnncial  difficultlea  of  the  Siata  and  local 
nuthoritiea.  , 
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On  tba  •thar  aid*,  tb*  coaauaar  prioaa  ahowad  contlnuoualj  tha 
trand  of  coolias-dovn  in  and  aftar  iprll  ond  raglatarad  In  JUljr  an 
Incraaaa  of  11.4J>  avar  the  corraspondlnc  Bontb  of  laat  /aar.     This 
ovaa  partly  to  tha  fact  that  the  wage  Incraaaa  in  aprlnc  of  thla  ;aar 
was  suppraaaad  to  *  lex  leval  of  IS!^  Is  avaraga  over  laat  jraar 
(3i.S9(  In  1974),  Influanoad  by  the  atrong  attitude  of  tha  ■aBJi(««aat 
•ufferlDK  tna  tha  woraenad  bualneaa  raaulta.     In  cenaequenee,  public 
utilities  ebnrgaa  harlnc  hitherto  been  pegged  era  aipeoted  to  be 
raised,  end  thara  rewlne  •  atronc  feeling  of  lnri«tion  under  tbs 
praaaure  of  tha  coat-puah  pries  rislne.     In  a  word,  tbs  situation 
does  not  oeceaasrlljr  allov  an  aptlBlstie  view,     levertbalaaa,  it  Is 
vldely  expected  thst  the  Goven»ent*s  aeeond-round  ^lee  suppraaslen 
target,  Hhieh  alas  at  reducing,  ^  the  end  of  March,  1976.   the 
inoreaae  ratio  of  the  conainer  prices  to  one-figure  percent  over  lest 
flseal  jaar,  will  ba  attainsd  within  this  year. 

In  thsas  eircxaateoese,   the  GovemMnt  has  grsduslly  begun  to 
slsclcan  finance,   though  still  giving  priority  to  the  price  policy. 
Thus,  the  Ccvenwant  lovared  tha  official  discount  rate  tv  O.S^  each 
In  April,  June  end  Auguat,   197S  rcapactlvely,  and  decided  to.  aiacuto 
eolleetlTely  tha  cootrsots  for  public  works  in  the  first  half  «f  this 
flsoal  year.     Theso  seesuree,  houever,  were  not  veiy  effective, 
tbs  effective  openlng'to-applicatlon  ratio  in  July  was  0.56  tlse,   the 
lowest  level  since  Ileeesber,   196S,  while  the  nuaber  of  Insolvanoles 
of  anterpriaea  wee  stJll  on  a  hl^  level.     Thus,  the  econoaic  situation 
baa  bseoae  eeverer  aod  severer.     In  view  of  this  aituatlon,   tha 
Coveraasnt  is  sow  studying  such  rsflatloo  aeeauras  osi   the  fourth-round 
raduetloa  of  the  official  dlecount  rstet   the  reduction  of  the  reeerve 
roqulre^nt  ratio  which  has  been  pegged  to  the  level  et  the  end  of 
197lt  the  flexible  operation  of  tba  regulation  regarding  bBnlca<*over- 
loani  tbs  eddltienal  public  worka  outlay  saounting  to  about  12,000,000 
alllion  lA  the  latter  half  of  thla  fieeal  year  by  a  supplaaentary 
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The  Chairman.  Gentlemen,  thank  you  very  much.  The  last  two 
witnesses  obviously  speak  as  a  minority,  but  you  speak  with  consider- 
able conviction  and,  of  course,  the  obvious  first  question  is  how  could 
you  explain  the  fact  that  so  few  others  in  the  insurance  business  seem 
to  agree  wtih  you?  Mr.  Hiestand,  first  you  say,  "We  believe  Congress 
should  move  to  deregulate  insurance  pricing.  The  need  and  the  public 
benefits  are  clear."  You  go  on  to  say,  "If  States  no  longer  need  to 
direct  their  attention  to  rate  regulation,  they  will  be  able  to  be  more 
vigilant  and  creative  in  their  efforts  to  prevent  insolvencies  or  to  reduce 
their  impact," 

Kow  that  is,  if  not  a  tone  voice,  is  one  of  the  few  who  have  c^ed 
for  that.  We  had,  for  instance,  Mr.  Stone,  the  very  able  insurance 
commissioner  in  Massachusetts  who  supported  part  of  the  bill  en- 
thusiastically, but  he  said — ^he  made  an  interesting  argument  yesterday 
that  rate  competition  among  insurers  "is  not,  ana  may  never  be,  suffi- 
cient to  assure  an  equitable  rate  structure."  He  believes  that  competi- 
tive rating  systems  discriminate  against  and  even  shut  out  certain 
groups  unnecessarily ;  for  instance,  he  says  that  inner  city  residents 
ibear  the  burden  of  high  rates,  even  though  many  city  accidents  are 
caused  by  commuters  whose  rates  are  lower. 

You  place  so  much  emphasis  on  that  and  we  had  impassioned  testi- 
mony from  other  witnesses  in  addition  to  Mr.  Stone  wno  argued  that 
this  would  just  be  the  destruction  of  the  small  insurance  companies, 
that  they  iust  didnt  have  the  capacity  to  price  on  any  sound  basis 
if  they  didn't  have  the  rating  systems  that  the  States  now  provide. 

Mr.  Hiestand.  Senator,  Vm  afraid  that  we  have  to  disagree  with 
Commissioner  Stone  on  that  score.  We  devote  a  lot  of  space  in  our 
statement  to  analyzing  the  structure  of  the  insurance  market,  quoting 
the  Department  of  Justice  report  and  other  studies  made  by  these 
prestigious  insurance  departments  which  in  effect  say  competition  does 
work.  It  is  working.  As  the  New  York  Insurance  Department  said  in 
its  February  1977  report,  competition  is  working  better  than  the  prior 
approval  worked  there,  and  in  the  opinion  of  t^e  c<Hnmissioner  their 
rates  were  probably  lower  under  the  ccMnpetitive  rating  sy^eat. 

The  Chjjbhan.  They  may  be  lowe?  and  they  may  work  in  that 
sense.  Perhaps  for  a  while  you  woiJd  get  a  lower  premium  tar  the 
insured  public,  but  at  the  same  time,  wouldn't  yon  in  the  kmg  run 
tend  to  eliminate  many  of  the  small  insurance  firms  that  do  provide 
competition  overall  and  more  options  and  certainly  an  opportom^ 
for  these  insurance  ccHnpanies  to  grow  and  develop  and  to  provide 
jobst 

Mr.  HiESTAKU.  I  don't  believe  so,  Senator.  We  don't  believe  that 
the  well-run  anall  companies  will  be  diaadvantafiied  by  an  approach 
of  this  nature.  Over  the  years,  some  of  our  most  vigorous  omnpetition 
has  come  from  small  companies. 

The  Chairman.  It  comes  now  because  they  have  a  system  of  being 
able  to  have  their  prices  established  on  a  sound  basis,  bat  how  does 
a  small  company  go  about  this  if  it  is  competing  with  an  organizati(xi 
as  big  as  yours!  Is  it  just  whatever  price  you  ^i  Does  it  provide  the 
same  price  or  try  to  provide  a  lower  price! 

Mr.  Hiestand.  Well,  in  the  first  place,  our  proposal  would  permit 
loss  costing  or  loss  coats  to  be  compiled  so  tlutt  the  eompaniee  can  draw 
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on  that.  Our  experience  in  Illinois  wherein  we  have  had  a  competitive 
rating  system  smce  1971  and  no  rating  law  whatsoever  since  shortly 
thereafter  is  that  the  small  companies  are  getting  along  there.  I  nude 
a  speech  about  a  year  ago  to  the  National  Association  of  Mutual 
Insurance  Cos.,  most  of  whom  are  small  local  companies.  In  prepara- 
ticsi  for  that  speech  which  was  on  this  subject,  I  talked  to  a  lot  of 
people  in  Illinois  who  are  with  small  companies,  and  though  my  survey 
was  admittedly  very  nonscientific,  I  did  not  and  anybody  who  com- 
plained of  difficulties  that  they  were  having. 

I  made  this  statement  during  that  convention,  and  somebody  in  the 
audience  stood  up  uid  said,  "I'm  with  a  small  company  in  Illinois," 
and  I  sort  of  held  my  breath,  and  he  said,  "You're  absolutely  right. 
We're  getting  along  fine." 

The  CHAntMAN.  Mr.  Douds,  how  would  you  answer  thatJ 

Mr.  DotiDS,  Well,  first,  in  the  life  side  of  the  business,  as  far  as  we 
are  concerned,  we  don't  have  the  particular  problem  with  pricing 
because  there  is  open  competititHi  among  the  companies  and  rates  are 
not  regulated,  So  we  have,  we  think,  in  that  phase  of  the  business, 
adequate  competition  as  far  as  rates  are  concerned. 

The  Chairman.  Let  me  ask  Mr.  Pierce,  You  were  the  one  that  raised 
this  issue  during  the  testimony  here. 

Mr.  Peakce.  Well,  I  have  no  qualms  about  the  fact  that  open  rating 
may  be  successful  in  Illinois,  but  I  would  suggest  that  the  rates 
used  by  the  small  companies  are  in  fact  bigger.  In  concert  with  other 
small  companies  the  loss  costs  and  the  expense  data  is  gathered  by  a 
bureau.  The  trending  functions  are  done  by  the  bureau.  The  com- 
panies then  receive  the  rate  that  comes  out  of  this  concert  and  these 
are  the  rates  that  are  used.  This  way  they  get  a  larger  sample. 

In  statistics,  of  course,  we  always  were  taught  the  larger  the  sample, 
the  more  credibility  to  the  data,  and  the  small  companies  are  able 
to  compete  in  the  open  rating  States  because  of  that.  The  removal 
of  the  antitrust  immunity,  however,  would  then  remove  the  rights  of 
the  companies  to  have  the  trending  function  done  by  a  bureau. 

The  Ckaibuan.  Wouldn't  they  still  have  access  to  the  figures? 

Mr.  Pearce.  They  could.  I  bdieve  under  the  antitrust  laws  they 
would  be  able  to  gather  the  data  necessary  to  arrive  at  tihe  lost  costs. 
I  don't  think  the  trending  functions  and  the  profit  factors  could  be 
done  for  them  by  a  bureau  that  would  be  part  of  the  insurance  in- 
dustry. They  would  have  to  go  out  and  buy  this. 

The  Chai&man.  Not  being  involved  in  insurance  and  knowing  very 
little  about  it  and  asking  your  objective  advice,  it  just  seems  so  logical 
from  Mr.  Hiestand's  position  that  the  concern  the  States  should  have 
would  be  to  prevent  insolvency  and  protect  the  policyholder  from  a 
bankrupt  insurance  firm.  At  the  same  time,  it's  very  attractive  to  me 
uid  I  think  it  would  be  to  other  Senators  to  provide  a  system  where 
you  can  have  vigorous  c<»npetition,  as  vigorous  as  possible,  and  the 
only  kind  of  competition  that  we  usually  think  of  is  price  competition. 

You  don't  have  that  now  and  Mr.  Hiestand  says  that  you  should 
have. 

Mr.  Pearce.  I  think  we  do  have. 

The  Chaibkan.  On  price  t 

Mr.  Peakce.  Because  the  evidraice  of  the  growth  of  t^e  OHnpanieB 
like  Mr.  Hiestand's  wanpany  and  some  of  the  others  who  operate 
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would  indicate  that  in  spite  of  the  fact  that  the  insurance  rating  is 
done  in  concert,  the  oompetition  is  there  and  thoee  who  do  have 
sufficient  credible  data  base  to  arrive  at  their  own  rates  can  use  those 
rates  and  in  fact  obviously  this  accounts  for  some  of  the  growth  of 
these  companies. 

I  think  the  competition  is  there  now  without  putting  the  smaller 
companies  to  the  extra  expense  of  doing  their  own  or  buying  tiie 
trending  functions  necessary  to  come  out  with  the  final  rat©. 

The  Chairman.  I  would  like  to  ask  Mr.  Reinmuth's  view  of  this. 
You  pointed  out  that  while  you're  a  small  company,  I  think  most 
people  would  argue  that  any  outfit  that  provides  over  $5  billion  of 
anything,  including  life  insurance,  isn't  tiny,  and  that  you're  among 
the  largest  automobile  insurers  in  Michigan  with  100,000  motor  ve- 
hicles insured,  and  you  say,  "We  believe  that  enactment  of  S.  1710 
would  represent  a  breakthrough  for  insurance  regulation  and  that 
such  a  law  would  provide  significant  protection  and  benefit  to  the 
insurance  consumer." 

Mr.  Reinmuth.  Yes;  and  I  also  should  say  we  believe  in  competi- 
tion. We  don't  really  see  the  problem  that's  being  alluded  to  here. 
Particularly,  we  feel  confident  that  we  can  determine  our  own  expense 
and  profit  levels.  Collection  of  loss  data,  that's  a  different  matter; 
but  with  respect  to  any  small  company,  tliey  ought  to  be  able  to 
figure  out  what  their  expenses  are  and  what  kind  of  money  they  want 
to  make.  So  we  don't  see  that  as  being  a  substantive  issue. 

The  Chairman.  Mr,  Pearce  and  Mr.  Kremer,  you  both  appear  to 
believe  strongly  that  permitting  Federal  chartering  of  insurance  com- 
panies and  removing  rate  regulation  of  the  antitrust  exemption  would 
put  smaller  companies  at  a  competitive  disadvantage  in  relation  to 
larger,  presumably  federally  chartered,  companies  and  might  even 
put  some  small  companies  out  of  business. 

This  implies  that  the  smaller,  more  local  companies  tend  to  be  less 
financially  sound  and  they  can  only  compete  if  their  rates  are  kept 
high  through  State  regulation. 

Mr.  Hiestand  has  indicated  that  large  national  insurers  such  as 
State  Farm,  experience  the  most  vigorous  price  competition  from 
small,  locally  managed  companies  operating  in  local  markets.  What's 
your  response?  Are  small  companies  competitive  * 

Mr.  Kreher.  Yes;  I  think  they  are.  They  compete  very  favorably 
today  and  I  can  tell  you  that  being  an  independent  agent  in  Maryland 
there  is  intense  competition  for  personal  lines  insurance. 

The  Chairman.  Then  why  do  we  need  the  protection  of  an  antitrust 
exemption  for  the  industry  i 

Mr,  Kremer.  I  think  our  concern  is  that  we  would  Bet  out  two  classes 
and  that  the  public  might  perceive  that  the  smaller  companies  would 
be  less  financially  sound  and  that  the  policies  might  not  be  acceptable 
in  certain  lending  institutions  and  things  like  that  if  tJiey  were  not 
part  of  the  Federal  guarantee  program. 

The  Chairman.  I  dont  understand.  You  say  they  might  perceive. 
Why  would  this  change  their  perception ! 

Mr.  Kremer.  Well,  I  think  1  can  conceive  of  situations  where  the 
policyholders  would  say  to  the  producer,  "I  understand  that  some  com- 
panies are  guaranteed  by  the  Federal  Oovemment  like  FDIC  or 
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FSLIC,  and  I  want  to  be  with  one  of  those  companies.  I  don't  trust 
the  little  companies  tliat  aren't  part  of  that  Federal  program." 

The  Chairman.  They  may  be  guaranteed  by  tlie  State.  They  would 
be  guaranteed  in  many  cases  by  the  State. 

Mr.  Kremer.  That's  true,  but  I  still  think  the  buying  public 

The  Chairman.  In  my  State  most  of  the  constituents  I  know  would 
just  as  soon  trust  the  State  of  Wisconsin  as  the  Federal  Government — 
in  fact,  more  so. 

Mr.  Kremkr.  That's  probably  very  true,  sir,  but  I  do  tliink  that  is 
a  serious  concern  that  people  would  look  at  it  and  say  al!  of  the  Fed- 
eral treasury  is  backing  up  this  insurance  and  not  that  insurance 
company. 

The  Chairman.  You  say  the  Federal  chartering;  would  give  that 
impression  ? 

Mr.  Kremer.  Yes,  sir.  I  think  it  would  give  tlie  impression  of  two 
classes  of  companies. 

The  Chairman.  Mr.  Douds,  you  make  an  interesting  point  about  the 
language  in  S.  1710  which  would  permit  federally  chartered  insurers 
to  "conduct  any  other  business  which  is  complementary  or  incidental 
to  the  insurance  busines  or  the  functions  performed  tlierein."  You  are 
correct  in  noting  this  committee's  concern  about  the  effect  of  similar 
langiingc  in  encouraging  entry  into  nonbaking  activities  by  banking 
holding  companies  under  the  Bank  Holding  Company  Act,  and  I 
think  that  was  a  very  useful  point.  We  know  how  vague  and  how  frus- 
trated we  havebeen  in  the  enforcement  of  that  vague  language. 

Wliat  other  lines  of  business  do  you  think  federally  chartered 
insurers  would  attempt  to  go  into  under  this  language,  fmd  do  you 
have  any  su^;estions  regarding  the  "laundry  l£t"  of  permissible 
activities  you  say  an  amended  bill  should  include  t 

Mr.  D0UD6.  Well,  Mr.  Chairman,  I  guess  the  human  imagination 
would  be  the  only  boundary  on  the  kinds  of  businesses  that  some  insur- 
ance companies,  or  any  other  conunercial  companies  for  that  matter, 
migfit  want  to  go  into  if  they  had  the  authority  to  do  so,  and  this  was 
our  main  concern. 

As  the  economist  from  the  Fed  in  Chicago  who  wrote  that  article 
in  "Economic  Perspective"  pointed  out,  the  cause  seems  to  be  tie 
vagueness  of  the  legislative  language.  So  our  concern  is  that  no  matter 
what  industry  it  is,  if  tlie  language  is  this  vague  somebody  within 
that  industry  will  be  tempted  to  get  into  far-fetched  businesses. 

The  Chaikuan.  I'm  inclined  to  go  along  with  you  in  view  of  our 
experience  in  the  Bank  Holding  Company  Act  because  they  have 

fotten  into  some  areas  that  bai^  obviously  shouldn't  be  in.  They 
on't  have  the  expertise  but  they  have  the  capital  power  and  poeition 
to,  in  my  view,  compete  very  unfairly,  including  competing  in  your 


Mr.  Douds.  Yes. 

The  Chaimcan.  So  I  think  that's  a  good  point.  Well,  what  you 
do,  though,  is  simply,  as  far  as  that  particular  point  is  concerned, 
make  that  language  express  and  explicit  rather  than  vague  as  it  is 
here? 

Mr.  DouDB.  I  would  really  nail  it  down,  Mr.  Chairman,  because  we 
can  see  a  lot  of  trouble  for  the  future  if  we  dont. 
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The  Chairman.  Mr.  Hiestand,  can  you  describe  to  the  committee 
any  insurance-related  activities  which  a  large  companv  like  State 
Farm  might  plan  to  engage  in  if  it  were  granted  such  autliority  under 
Federal  chartering  i 

Mr.  HiESTAND.  I  haven't  given  the  subject  much  thought,  Mr. 
Chairman.  When  Mr.  Douds  read  his  statement  it  occurred  to  me  that 
there  are  holding  companies  in  the  property  and  casualty  and  life 
insurance  area  and  that  these  holding  companies  through  related 
enterprises  are  engaging  in  a  great  vanety  of  activities. 

State  Farm  attempts  to  limit  its  activities  to  matters  related  to  the 
insurfince  product,  to  furnish  related  services,  for  example,  assist  our 
customers  in  locating  automobile  financing.  We  assist  tnem  in  situa- 
tions  

The  Chaibman.  But  you  don't  engage  in  automobile  financing! 

Mr.  H1E8TAND.  No,  sir. 

The  Chairhak.  Go  right  ahead.  I  didn't  mean  to  interrupt  you. 

Mr.  HiESTAND.  Well,  wc  have  a  program  whereby  our  policyholders 
who  travel  in  Mexico,  for  example,  who  need  to  obtain  that  coverage, 
we  have  a  related 

The  Chairman.  Are  you  getting  into  the  travel  agency  business! 

Mr,  H1E8TAND.  Not  precisely,  but  we  see  to  it  they  will  get  coverage 
that  will  protect  them  in  Mexico  and  that  can  be  a  problem.  But  to 
answer  your  question,  we  do  not  engase  in  a  wide  range  of  variety  of 
activities.  We  have  a  couple  mutual  funds  to  go  along  with  the  financial 
services  we  offer  and  that's  about  it. 

But  other  companies,  if  you  examine  the  related  activities  of  those 
companies,  I  would  suppose  you  could  find  a  variety  of  things. 

The  Chairman.  Wouldn't  you  agree  with  Mr.  Douds,  however,  that 
we  ought  to  be  a  little  more  explicit  here  and  nail  down  the  kind  of 
activities  in  which  companies  can  engage  ? 

Mr.  H1E8TAND.  Yes,  sir.  I  think  tnat  makes  sense.  At  least  it  makes 
sense  to  be  certain  that  funds  which  are  needed  to  protect  policyholdets 
aren"t  diverted  to  nonrelated  activities.  There  was  an  msolvency  in 
Texas  a  while  back  in  which  the  company  went  broke  because  its  hold- 
ing company  pulled  out  most  of  its  good  assets  and  channeled  them  into 
finance  factoring  and  when  finance  factoring  went  sour  the  insurance 
company  went  insolvent.  There  needs  to  Iw  protection  against  this 
kind  of  thing. 

The  Chairman.  Mr.  Reinmuth,  your  statement  gives  a  number  of 
interesting  suggestions  about  ways  to  guard  against  discrimination  in 
provision  of  rating  of  insurance  under  a  proposed  Federal  chartetinx 
system,  I'm  talking  about  the  memorandum  which  you  attached  to  the 
letter  you  sent  us. 

Would  you  describe  these  ideas  briefly  to  the  committee  and  tell  UB 
if  the  Leapu*  Insurance  Group  has  taken  any  steps  toward  developing 
innovative  rating  systems! 

Mr.  Reinmitth.  Basically,  it  relates  to  the  point  I  think  that  was 
raised  earlier  about  the  problems  of  proliferation  of  classifications  and 
these  classifications  are  not  really  supported  by  any  objective  data. 
So  we  were  suggesting  that  some  attention  be  ^ven  to  that  area  and 
at  this  point  the 
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The  Chairican.  Let  me  just  interrupt  to  say  that,  by  and  large,  we 
think  the  insurance  business  has  done  an  excellent  job  and  I  greatly 
admire  what  they  have  provided,  but  I  do  think  the  one  area  where 
we  get  complaints  from  consumers  is  that  there  is  discrimination — 
maybe  it's  justified — against  young  men  who  want  insurance  in  driv- 
ing cars  and  sometimes  against  women  and  sometimes  against  people 
with  low  incomes  and  so  forth,  and  this  is  the  kind  of  thing  that  you 
seem  to  address. 

Mr.  Reinmcth.  Yes.  This  is  the  very  problem  we  are  trying  to 
address.  The  problem  is  that  it  relates  to  the  availability  of  insurance 
which  cannot  be  ignored  in  this  whole  area,  and  Michigan  is  now  con- 
sidering legislation — it's  just  really  been  introduced — to  try  and 
address  that  problem  by  requiring  companies  to  be  a  little  more  objec- 
tive in  their  development  of  their  ratemaking  classifications. 

The  Chairman.  In  other  words,  you  don't  object  to  the  fact  that 
they  do  have  higher  rates  ? 

Mr.  Reinmuth,  Oh,  no. 

The  Chairman.  For  hifther  risks.  They  have  to  do  that  That's  sensi- 
ble. What  you  object  to  is  that  some  of  these  rates  don't  seem  to  be  based 
on  any  kind  of  logical  actuarial  fact  ? 

Mr.  Reinmdth.  Exactly,  and  that's  why  we  think  that  it's  very,  very 
important  from  the  consumer  point  of  view  that  they  be  based  on  fact 
ana  on  good  empirical  evidence. 

As  far  as  our  own  company,  I  suspect  we  have  had  some  actuaries 
look  at  it  because  we  know  the  problem  is  there. 

The  Chaibhan.  Could  an  antidiscrimination  law  take  care  of  the 
problem  under  a  competitive  rating  system  t 

Mr.  REiNHirrH.  Partially  I  think.  That's  what  we  tned  to  say.  It 
would  partially  solve  the  problem  but  we  still  may  run  into  some 
problems  with  respect  to  assuring  availability  to  people,  particularly 
in  the  issuance  of  insurance,  but  I  think  it  goes  part  way  toward 
addressing  that  problem. 

The  Chairman.  How  would  you  deal  with  that  problem ! 

Mr.  Reinmuth.  The  answer  to  that  is  complex. 

The  Chairman.  You  might  think  about  this  and  then  for  the  record 
when  you  correct  your  remarks  in  Ute  next  couple  days  you  might  give 
OS  what  answer  you  can. 

Mr.  Beinhtth.  Yea.  We  believe  that  a  reinsurance  facility  at  tha 
State  level  combined  with  these  antidiscrimination  statutes  will  be  an 
effective  way  to  handle  the  availability  problem.  I  don't  think  a  na- 
tional reinsurance  facility  is  feasible  within  the  context  of  the  volun- 
tary charter  concept.  However,  we  think  that  for  federally  chartered 
insurers  you  must  have  a  fairly  stiff  antidiscrimination  provision  so 
you  dont  get  into  the  problem  that  you  were  mentioning. 

The  Chairman.  Senator  Brooke. 

Senator  Brooke.  Thank  you,  Mr.  Chairman. 

Mr.  Pearce,  you  state  that  smaller  companies,  if  they  chose  Federal 
charters,  would  incur  additional  costs  which  they  do  not  now  incur. 
S.  1710  does  not  require  such  companies  to  become  federally  chartered, 
of  course. 

Now  I  recognize  your  concern  that  larger  insurers,  if  they  became 
federally  chartered,  might  not  participate  in  bureau  development 


DigiLizedbyGoOglc 


776 

of  loss  and  expense  data.  Why  do  you  really  think  this  would  happen, 
particularly  if  the  law  made  clear  that  participation  in  such  data 
bureaus  so  lone  as  it  did  not  involve  ratemaking  would  not  be  a  viola- 
tion  of  the  anitrust  laws  f 

Mr.  P&ARCE.  I  believe  I  said  that  the  gathering  of  loss  data  and  ex- 
pense data  relevant  to  losses  would  not  be  in  violation  of  the  antitrust 
laws.  What  I  said  was  that  the  adcUtional  factors  that  are  then  in- 
troduced into  the  rate  would  have  to  be  done  by  the  individufJ  com- 
panies, many  of  whom  are  too  small  to  have  their  own  actuarial  staffs. 
They  would  have  to  go  out  and  purchase  that  operation  from  a  con- 
tractor which  would  tnen  result  in  additional  costs. 

It  is  our  opinion  that  the  present  method  of  gathering  the  loss  data 
facts,  putting  the  trending  functions  on  to  it,  the  profit  factors  <»i  to  it, 
by  a  bureau  for  a  great  many  companies  reduces  the  cost  to  each  com- 
pany substantially.  We  think  that  when  these  companies  have  to  go 
out  and  purchase  this  additional  operation  individuaUy  that  it  will 
increase  the  cost  to  the  smaller  companies  to  the  extent  that  they  ^uite 
possibly  could  price  themselves  out  of  the  market  in  competition 
with  big  companies  who  are  large  and  able  to  have  their  own  actuarial 
staffs  and  do  all  of  these  factors  within  their  own  staff. 

Senator  Brooke.  But  these  large  companies  do  have  a  need  to  pool 
data  regarding  certain  lines  of  insurance,  and  I  understood  you  to  say 
that  the  large  companies  may  not  participate. 

Mr.  Pearce,  No;  the  ultimate  final  rate  the  large  companies  can 
charge  will  be.  in  our  opinion,  at  an  advantage  over  the  smaller  com- 
panies because  they  will  be  able  to  have  the  actuarial  staffs  within 
their  own  organizations  to  do  that.  I'm  sure  that  there  will  be  a  suffi- 
cient amount  of  loss  data  that  will  be  gathered  by  a  bureau  that  will 
include  many  of  the  large  companies  as  well  as  many  of  the  small 
companies  in  arriving  at  the  loss  data ;  but  beyond  that  is  where  the 
difference  in  cost  occurs. 

Senator  Brooke.  Would  you  agree.  Mr.  Hiestand  ? 

Mr,  Hiestand.  Senator.  I  do  agree  with  Mr.  Reinmuth  that  there^ 
no  need,  in  our  opinion,  for  companies  who  do  pool  obtained  loss  data 
to  sit  down  together  and  pitch  their  expenses  in,  average  them  out, 
then  decide  among  themselves  what  they  believe  the  trend  factors  are 
going  to  be  and  thereby  arrive  at  an  agreed  upon  rate.  We  believe,  as 
Mr.  Reinmuth  stated,  that  every  company  should  know  its  own  ex- 
penses and  as  far  as  obtaining  advice  concerning  trend  factoring,  and 
so  forth.  There  are  many  excellent  consulting  actuarial  firms  and  I 
liave  no  doubt  that  they  will  offer  services  and  I  doubt  very  much 
that  they  would  be  unduly  expensive.  We  do  not  see  this  as  a  problem 
to  small  companies. 

Senator  Brooke.  Thank  you.  (Jentlemen,  some  of  you  and  some 
other  witnesses  have  raised  the  specter  that  while  at  first  there  may  be 
no  rate  regulation  at  the  Federal  level,  there  would  soon  be  preegurea 
to  establish  a  rigorous  scheme  of  Federal  rate  regulation;  that's  the 
fear. 

Now  even  if  open  competition  doesn't  work  well  for  federally  char- 
tered insurers,  isn't  it  much  more  likely  that  the  Federal  Government 
would  cede  rate  regulation  back  to  the  States  rather  than  set  up  a  new 
Federal  rate  regulatory  system  ? 

Mr.  Douds,  do  you  want  to  tackle  that ! 
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Mr.  DoDDs.  Well,  Senator,  I  couldnt  comment  on  the  property- 
casualty  aspect  of  it,  but  in  life  insurance,  as  we  mentioned  before, 
there's  no  rate  regulation  now  at  the  State  level  and  even  in  the  Jus- 
tice Department  report  I  don't  believe  rate  regulation  is  advocated 
for  life  insurance.  I  think  they  feel  that  the  way  the  rates  are  made 
now  is  sufficient. 

So  from  our  standpoint,  representing  life  insurance  field  people, 
we  would  not  see  any  specter  of  Federalrate  regulation  of  life  insur- 
ance in  S.  1710. 

Senator  Bkooee.  Mr.  Hiestand? 

Mr.  HiESTAND,  We  would  certainly  hope  that  there  would  be  no 
such  vacuum,  as  I  believe  Commissioner  Kinder  called  it,  which  would 
cause  the  Federal  Government  to  move  into  the  rate  regulatory  area. 
We  have  constantly  advocated  the  antitrust  law  approach  and  been 
a^inst  a  Federal  regulator  of  insurance  rates.  We  are  occasionally 
misquoted,  but  our  position  very  much  involves  only  the  antitrust  law. 
It  seems  to  us  that  statements  made  bv  various  people  in  this  admin- 
istration and  the  last  indicate  that  tne  thinking  in  Washington  is 
going  in  the  opposite  direction,  that  there's  a  recognition  that  there 
can  be  too  much  interference  with  business  and  that  there  would  hope- 
fully be  little  or  no  dispoeition  to  set  up  a  Federal  regulatory  structure. 

Finally,  we  are  confident  that  competition  will  work  in  the  industry. 
From  all  the  indications,  we  have  little  concentration  in  the  industry 
itself.  We  think  it's  ^ing  to  work  and  we  are  confident  that  no  vacuum 
such  as  alluded  to  is  involved. 

Mr,  Khehxr.  I  think,  Senator,  our  feeling  is  that  the  vacuum  is 
made  to  order  for  the  bureaucracy  and  we  cannot  envision  that  they 
would  not  rush  in  to  put  Federal  rate  regulation,  at  least  of  automobile 
insurance,  lust  as  soon  as  we  had  Federallegislation. 

Senator  Brooke.  Why  would  they  rush  in  i 

Mr.  KsEHER.  I  just  tbiob  it's  their  nature.  I  think  that  automobile 
insurance,  sir,  is  not  something  that  the  consumer  wants  to  buy.  It's 
mandatory  now.  And  to  have  open  competition  in  those  conditions  I 
tiiink  is  just  an  invitation  to  Federal  ratemaking,  particularly,  as  I 
say,  in  the  automotiile  field. 

Senator  Brooke.  Well,  that  certainly  is  not  the  intent  of  S.  1710. 
I'm  sure  yon  recognize  that 

Mr.  Kkehek.  Yes,  we  do,  sir. 

Senator  Brooke.  And  I  obviously  would  disagree  that  that  would 
happen. 

lTb&  following  letter  was  ordered  inserted  in  the  record :] 

Indefindent  Ihsubance  Aoerts  or  AiiIEBICA,  Inc., 

Nev)  York,  N.Y.,  Beptember  19, 1977. 
Hon.  WnxuH  Pioihibe, 
mrkBen.  Senate  Offce  BuiiAitm, 
Wa»Mngtoii,  D.C. 

Deaa  Senator  Fbozmire:  I  would  tike  to  Bopplement  tbe  oral  remarks  I  made 
In  response  to  a  question  by  Senator  Brooke  and  ask  tbat  tbls  letter  be  Included 
along  with  my  testimony  in  the  record  of  the  Committee  bearings.  During  ques- 
tioning. Senator  Brocdie  ssked  me  to  amplify  on  the  reasons  for  our  BBsodation's 
bellsf  that  the  enactment  of  bis  bill  would  lead  in  time  to  tbe  federal  regulation 
<tf  Insurance  rates.  Events  on  both  the  state  and  federal  levels  convlitce  us  tbat 
tbU  result  would  occur  even  tbou^  Senator  Brooke  has  made  It  clear  tbat  be 
doee  not  Intend  aocb  a  resolt  and  that  one  of  his  central  objectives  is  to  pro- 
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vide  ttaoae  companlee  vrhlcb  opt  for  a  federal  charter  mbatandal  freedom  tram 
rate  regnlatloa. 

Strong  political  preaanres  to  contain  Increaelns  Inanrasce  coats,  especUllT  for 
lines  wtalcji  consumers  are  required  to  buy,  are  cnrrently  being  f«]t  In  manj 
Btates  and  have  resulted  in  dediitons  that  reetrtct  free  pricing.  "Hie  moet  giaptiie 
example  of  tbls  Is  tbe  recent  decision  of  Commisaloner  Stone  of  Hassactinaetts  to 
DM  Ills  anthorit;  to  readod  tbe  competitive  rating  law  for  automobile  Insoratice 
and  substitute  a  prior  approval  lav.  We  believe  tbls  dedaion  cc»ifllcts  wltb  re- 
cent reports  by  the  New  York  and  niinols  Insurance  Departments'  wblcfa  bare 
indicated  that  competitive  rating  laws  bave  resulted  In  a  better  price  for  tbe 
consumer  and  a  more  available  market. 

Federal  legislators  are  at  least  as  accessible  to  their  cooatltuents  and  to  IntM- 
est  groups  as  state  legislators  and  regulators  are,  and  we  fear  that  these  polttlca] 
pressures  would  have  tiie  same  effect  on  the  federal  level. 

A  number  of  federal  developments  this  year  confirm  our  fe«r  that  the  promise 
of  freedom  from  rate  regulation  would  be  short-lived.  The  most  striking  ezamirie 
is  tbe  Holtzman  Amendment  to  the  Housing  and  Community  Dev^opmeat  Act 
oflSTT  (H.Il.6e55)  which.  If  enacted  as  orlRinallj' drafted,  would  bave  provided 
for  tbe  federal  regulation  of  rates  charged  In  the  Fair  Plan  Progtum.  Tbls  pro- 
gram was  set  up  to  provide  property  insurance  coverage  for  high  rtska,  partlca- 
larly  in  urban  areas,  but  it  speciAcaliy  left  the  regulation  of  Fair  Plana,  Indnd- 
Ing  rates,  to  the  states.  The  Holtzman  Amendment  would  Itave  required  that 
Fair  Plan  business  be  written  at  the  advisory  rate  level  for  bu^neea  in  the 
voluntary  market  and  that  before  an  Increase  in  rate  could  be  charged,  aiifiilca- 
tlon  would  have  to  be  made  to  the  Federal  Insurance  Administrate'  showing 
"extraordinary  need."  Even  If  this  need  were  shown,  tbe  maximum  permlarible  In- 
crease in  rate  would  be  30%  above  the  advisor;  rate.  Passage  of  tbls  amend- 
ment would  bave  bad  (and  would  still  have  as  currently  amended)  the  moat 
unfair  result  of  forcing  risks  In  the  voluntary  market  to  subsidize  higher  riski 
In  the  Fair  Plan. 

While  no  such  amendment  has  yet  been  Introduced,  we  have  been  tf^d  that 
some  legislators  are  already  talking  about  aome  type  of  rating  control  In  tbe 
federal  no-fault  standards  bill  for  automobile  Insurance  under  conslderatlwi. 

Another  disturbing  example  that  federal  programs  do  not  always  proceed  as 
originally  intended  Is  tbe  national  flood  Insurance  program.  This  program  was 
■et  up  as  a  cooperative  partnership  venture  between  tbe  federal  government  and 
private  Industry  and  proceeded  relatively  smoothly  in  this  manner  for  overdgbl 
years.  However,  this  year,  as  a  result  of  dllTerenees  the  parties  have  not  been 
able  to  resolve,  the  Department  of  Housing  and  Urban  DeveloiMnent  has  pro- 
poaed  regulations  which  would  assert  the  dominance  of  the  Federal  Qovernment 
over  the  program  and  would  convert  the  program  from  an  indnstry-govemmeat 
partnership  where  Industry  Is  a  risk  bearing  partner,  acts  aa  a  private  Insnier, 
and  operates  the  Insurance  aspects  of  the  program,  to  a  one-aided  government 
Insurance  pn%ram,  where  the  federal  government  bears  all  the  risk  and  federal 
government  employees  make  the  operational  decisions. 

Hr.  Brooke  also  suggested  in  the  hearings  that  before  the  federal  gorermnent 
would  Invoke  federal  rate  regulation.  It  would  return  regulation  to  the  states. 
We  believe  this  la  extremely  unlikely  to  happen.  Firat,  constituents  would  demand 
relief  from  their  federal  letdslators  and  would  not  be  satisfied  If  the  pn>bl«n 
were  passed  back  to  the  states.  Second,  once  the  federal  government  takes  over 
the  regulation  of  a  large  segment  of  tbe  Insurance  business,  tbe  atatet  will  pare 
down  their  operations  and  wilt  no  longer  be  In  a  position  to  handle  a  tranafer 
of  regulation  back  to  the  states. 

It  Is  for  these  reastons  that  we  believe  that  the  passage  of  Senator  Brooke's 
bill  Inevitably  would  lead  to  federal  rate  regulation.  Tbank  you  for  thia  further 
opportunity  to  express  the  views  of  the  Independent  Insurance  Agents  of 
America,  Inc. 

Respectfully  submitted. 

EnwABD  J.  EaEMBS, 
Chairman,  flAA  Federal  Affair*  CommUtee. 

UaMiFtr  InmiruiM — An  Bvalnatlon  ol  .».,.._»..>  ..  ..^^  — . . , 

■i.i-  .«  Till — ■-  n—^-i—^t  _•  T ..—   •■Tiii_..ta  AatomobUe  IsninwM  Bat*  Btndy." 


DigiLizedbyGoOglc 


779 

Senator  Brooke.  Mr.  Douds,  you  make  a.  number  of  veir  good  points, 
among  them  your  concern  about  removal  of  federally  charterea  aan- 
paniee  from  the  operation  of  State  retaliatory  taxes.  But  since  fed- 
erally chartered  companies  -will  not  be  chartered  in  any  State,  why 
should  they  be  held  responsible  for  the  rate  increases  which  may 
occur  in  any  State! 

Mr.  Doune.  Tax  rate  increases  f 

Senator  Brooke.  Yes. 

Mr.  Douns.  Well,  I  don't  know  that  they  necessarily  should  be,  but 
I'm  not  sure  that  that's  our  point.  You're  looking  at  S,  1710  as  being 
primarily  a  measure  to  protect  against  insurance  eompanv  insolven- 
cies, so  nrst  of  all,  unless  somehow  State  premium  taxes  nave  led  to 
insolvencies,  then  we  wonder  why  S.  1710  should  deal  with  State  pre- 
mium taxes  at  all,  and  if  it  should  deal  with  taxes  in  some  way,  then 
why  should  it  prevent  the  retaliatorv  tax ! 

Senator  Bbooke.  It  doesnt  deal  with  the  State  taxes.  We  dont 
attempt  to  get  into  State  taxes.  There's  nothing  in  S.  1710 — ^nothing 
intended  tolje  in  S.  1710  that  would  do  that.  But  we  do  address  in 
S.  1710  the  example  you  gave  before  of  an  insurance  company  in 
Maine  doing  business  in  New  York,  say,  which  would  not  be  subjected 
to  any  discriminatory  tax.  That's  the  only  thing  we  were  trying  to 
get  at. 

Mr.  DoDDB.  We  are  concerned  with  the  language  of  the  3ecti<Hi. 
De^ite  Mr.  Buckley  and  others'  attempts  to  explam  it  to  me,  I  just 
canx  get  it  through  my  head,  because  it  says  that  no  State  could  tax  a 
foreign  company  any  more  than  it  taxes  the  least  taxed  foreign  com- 
pany doing  business  in  any  State — not  that  State,  but  any  State. 

Senator  Brooke.  Doing  business  in  that  State,  not  doing  business 
in  any  State. 

Mr.  Douna.  But,  Senator,  that's  not  what  it  says.  It  says  doing  busi- 
ness in  any  State. 

Senator  Brooke.  All  right.  We  will  look  at  the  language.  I  appreci- 
ate you  pointing  that  out,  but  I  wanted  to  clarify  at  least  my  thinking 
on  tnat  at  any  rate.  Well  look  at  that. 

Mr.  Douds.  I  appreciate  that. 

Senator  Brooke.  Mr.  Reinmuth,  you  mentioned  there's  a  system  of 
dual  regulation  of  insurance  companies  in  Canada.  How  has  this  sys- 
tem worked !  Have  Canadian  companies  found  the  dual  system  to  be 
burdensome  or  unworkable? 

Mr,  Reinmttth.  Well,  I'd  have  to  say  that  we  are  not  licensed  in 
Canada  so  we  can't  really  give  firsthand  knowledge  of  it. 

On  the  other  hand,  I  am  aware  that  quite  a  few  American  companies 
do  have  affiliates  in  Canada  and  I  have  never  heard  or  read  major  criti- 
cism of  the  Canadian  system  in  terms  that  it  was  anticompetitive  or 
had  any  major  problems  regarding  solvency.  I'm  not  aware  th^  have 
an  insolvency  fund  system  at  the  national  level.  But,  no,  I  have  never 
heard  much  substantive  criticism  of  the  Canadian  system. 

Senator  Brooke.  Mr.  Chairman,  again,  Rrst  let  me  thank  the  panel 
and  express  my  sympathies  to  your  general  counsel.  Mr.  Hiestand,  and 
your  general  counsel,  Mr.  Reinmuth,  for  the  bad  run  on  general  coun- 
sels. It's  also  a  bad  run  for  me  because  I  understand  both  of  them  were 
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mo6t  sympathetic  to  S.  1710,  and  I  have  had  my  own  problems  with 
attendance,  so  I  trust  that  both  of  them  will  recover  Portly. 

I  want  to  thank  this  panel,  as  I  hare  thanked  other  panels,  because 
we  have  had,  I  think,  an  exceptional  group  oi  witnesses  that  have 
appeared  before  us. 

Mr.  Chairman,  you  raised  at  the  beginning  of  this  hearing  and  yoa 
have  raised  on  several  occasions  a  key  questitm,  and  that  question,  of 
course,  is ;  Why  the  necessity  for  federally  chartered  insurance  ctanpa- 
nies  or  dual  insurance  system  as  I  refer  to  it  t 

I  want  to  thank  you,  again,  for  calling  these  hearings.  I  want  to  also 
thank  you  for  your  very  objective  and  very  excellent  questioning  of  all 
of  the  witnesses.  I  must  say  that  I'm  pleased  but  certainly  not  surprised. 
It's  customary  for  you,  I  think  these  heatings  have  been  most  helpful, 
as  I  have  said,  and  despite  the  fact  that  this  bill  has,  I  think  it's  fair  to 
say,  not  met  with  universal  acclaim,  I  remain  convinced  that  there  are 
major  weaknesses  in  our  present  system  for  preventing  and  dealing 
with  insurance  company  insolvencies  and  I  remain  convinced  that 
S-  1710  or  a  modified  version,  as  some  of  you  have  suggested,  could 
make  a  major  improvement  in  our  present  system  of  solvency  regula- 
tion. That  was  my  primary  concern  and  it's  still  my  primary  concern. 
I  think  it's  a  concern  of  many  insurance  companies  as  well  as  policy- 
holders around  this  country.  We  have  had  some  evidence  that  there  are 
some  problems  with  which  we  have  to  deal  and  I,  too,  agree  with  the 
chairman  that  the  insurance  industry  has  done  an  exceptionally  good 
job,  I'm  not  looking  for  areas  of  Federal  bureaucracy  or  Federal  con- 
trol or  Federal  regulation.  I  sit  on  the  right  side  of  Mr.  Proxmire,  not 
on  the  left  side  of  Mr.  Proxmire. 

The  Chairman.  Only  physically.  Not  fiscally,  but  physically. 

fLaughter.1 

Senator  Brooke.  Despite  my  liberal  bent  in  some  areas,  I  cer- 
tainly am  a  conservative  where  it  comes  to  the  free  enterprise  sys- 
tem. I  agree  very  strongly  that  this  is  a  great  and  major  industry 
in  our  country  and  I  respect  it.  Where  there's  need  for  improvement, 
I'm  sure  the  industry  benefits  from  that  improvement  as  well.  That 
was  my  purpose,  and  as  I  said,  when  I  first  introduced  this  legisla- 
tion last  year  I  knew  it  would  take  time  to  look  at  it.  I  threw  it  into 
the  ring  because  I  wanted  the  industry  to  do  exactly  what  the  industry 
has  done — make  recommendations  and  point  out  the  weaknesses  not 
only  in  the  legislation  but  even  with  the  concept  itself. 

So,  Mr.  Chairman,  because  we  haven't  universal  acclaim,  as_  I 
said,  I'm  not  going  to  move  or  ask  you  for  a  markup  of  this  le^s- 
lation  this  year,  but  this  certainly  does  not  mean  that  the  issue  will 
be  dropped.  I  intend  to  continue  to  focus  attention  on  this  issue,  to 
look  at  the  Canadian  experience,  Mr.  Reinmuth,  as  you  have  recom- 
mended, to  address  the  issues  raised  by  the  many  excellent  witnesses 
that  have  appeared  before  this  committee,  and  to  work  on  improving 
S.  1710  and,  as  I  said,  though  my  head  is  bloodied,  it's  not  unbowed, 
and  as  Gregory  Peck  said,  "I  shall  return." 

The  Chaihman.  Senator  Brooke,  I  don't  think  you  will  ever  go 
away.  There  are  a  few  who  think  you  should,  but  not  many. 

Senator  Bbooke.  Thank  you.  Senator, 
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The  Chaibman.  I  think  this  has  been  a  very,  very  helpful  set  of 
hearings.  The  legislation  is  most  thoughtful  and  coi^ructive.  Obvi- 
ously, there  are  many  aspects  of  our  commercial  life  that  can  be  im- 
proved and  insurance  is  certainly  one  of  them,  although,  as  I  say, 
the  insurance  companies,  we  agree,  have  done  a  good  job,  but  it's  very 
good  to  have  this  kind  of  proposal  so  that  we  nave  a  focus  for  dis- 
cussion for  improvement. 

I  think  this  panel  has  been  an  outstandingly  good  panel,  very 
thoughtful,  intelligent  presentations.  We  have  had  a  chance  to  read 
the  very  excellent  material  that's  been  submitted  to  us  and,  as  Sen- 
ator Brooke  has  said,  this  is  something  we  are  going  to  keep  after 
very  carefully  as  the  years  go  by.  This  committee  I  think  has  juris- 
diction here,  although  it's  a  kind  of  strange  thing  because  insurance 
has  been  outside  the  reach  of  the  Federal  Government.  The  juris- 
dictions are  not  quite  as  clear  as  they  might  be.  At  any  rate,  we  are 
certainly  going  to  do  our  best  to  work  with  the  insurance  industry 
to  develop  the  most  constructive  and  useful  legislation  both  for  them 
and  particularly,  of  course,  for  the  American  consumer.  Thank  you 
very  much. 

The  committee  will  stand  adjourned. 

[Whereupon,  at  11 :55  a.m.,  the  hearing  was  adjourned.] 

[Additional  material  received  for  the  record  follows:] 
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The  Life  Insurers  Conference  ("LIC")  on  behalf  of  ICs 
91  member  companies  is  pleased  Co  have  the  opportunity  to 
offer  comnentB  on  S.  1710,  known  as  the  Fed«ral  Insurance 
Act  of  1977  ("Act"),  For  the  reasons  set  forth  hereinafter. 
the  Lie  Is  strongly  opposed  to  this  measure,  both  In  sub- 
stance and  in  concept. 

The  purpose  of  the  Act,  according  to  Senator  Edward  W, 
Brooke  (R. .  Hass.),  its  author.  Is  to  protect  policyholders 
against  insurance  company  insolvencies.   To  this  end,  the 
Ace  establishes  a  Federal  Insurance  Guaranty  Fund  to  guarantet 
the  insurance  obligations  of  participating  companies.   It 
also  creates  optional  federal  chartering  for  insurance 
companies,  similar  to  that  now  allowed  for  banks  under  the 
national  bank  system.   Once  an  insurer  opts  for  the  federal 
charter,  It  would  be  required  to  participate  in  the  federal 
guaranty  fund  while  an  insurer  operating  under  a  state 
charter  could  elect  such  participation.  An  insurer  acquir- 
ing a  federal  charter  would  be  exempt  from  state  guaranty 
fund  requirements,  state  reserve  requirements,  state  invest' 
nent  limitations,  liability  for  retaliatory  taxes  and  state 
rate  regulations.   An  insurer  under  state  charter  which 
elects  to  be  a  federally  guaranteed  insurer  would  be  exempt 
from  the  provisions  of  any  state  insolvency  guaranty  plan. 
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The  Act  vesta  In  th«  Federal  Insurance  Administrator  the 
authbctC]'  CO  establish  i-eeerve  cequlrenenca,  regulate  in- 
vestnenCB  and  examine  the  financial  affairs  of  federally 
chartered  Insurers. 

Insurers  not  electing  to  obtain  a  federal  charter  or 
parclclpeCe  In  the  federal  guaranty  fund  would  continue  to 
be  subject  to  eCate  law. 

Under  the  HcCarran- Ferguson  Act,  adopted  In  1945,  the 
resuLatlon  of  Insurance  by  the  states  Is  declared  by  Congress 
to  be  In  the  public  Interest.  The  LIC  submits  that  there  is 
absolutely  no  evidence  that  state  regulation  has  ceased  to 
serve  the  public  Interest.   Given  the  Justifiable  concern 
for  balancing  the  federal  budget  and  the  tendency  of  federal 
agencies  to  becosie  bureaucratic  nightmares,  the  LIC  believes 
that  Congress  would  be  111-advlaed  to  create  a  federal 
agency  which  would  displace  state  control  of  the  Insurance 
industry,  in  the  absence  of  clear  and  convincing  proof  that 
the  Btates  have  failed  to  meet  their  obligations  to  protect 
the  Interests  of  policyholders. 

In  explaining  the  need  for  the  Act,  Senator  Brooke 
cites  the  tremendous  underwriting  losses  suffered  by  casualty 
conpanles  In  recent  years  and  speculates  that  the  state 
guaranty  funds  might  not  be  able  to  withstand  the  failure  of 
a  major  company.  The  LIC  submits  that  the  record  of  the 
state  guaranty  funds  during  this  period,  rather  than  giving 


DigiLizedbyGoOglc 


rise  to  a  need  for  feder«l  regul«cion,  demonatratea  the 
ability  of  ths  atatsa  and  the  companicB  to  deal  with  Inaol- 
vency  during  time  of  extreme  economic  hardship.   Throughout 
this  period,  there  waa  virtually  no  Iobb  of  benefits  to 
policyholders  due  Co  ineolvenclea.  As  noted  by  Senator 
Brooke,  atate  guaranty  funda  have  paid  out  $104  million 
dollars  since  1969  to  meet  the  policyholder  obligations  of 
Insolvent  companies,  and  the  outlook  for  the  industry  is 
Improved. 

A  significant  development  of  Che  state  regulatory 
authorities,  through  the  National  Association  of  Insurance 
Commissioners  ("KAIC"),  Is  the  "early  uamlng  syecen",  a 
system  for  dececting  potential  financial  difficulties  of 
insurers  at  a  time  when  corrective  measures  are  poaslble  to 
avoid  policyholder  losses.    This  system  Is  now  operating  In 
the  various  states  for  the  protection  of  policyholders.  The 
Act  provides  chac  "Che  UniCed  Scates  naclonat  policy  shall 
be  to  facilitate  early  detection  of  Che  financial  condition 
of  Insurers"  which  porcend  Insolvency.   The  Act  recognleea 
the  expertise  of  the  NAIC  and  Its  members  by  authorizing  the 
Federal  Insurance  Conmlsslon  to  contract  with  them  co  eaCa- 
blish  and  maintain  Its  "early  warning  system."  Where  la  Che 
logic  in  creacing  a  federal  comnlssion  co  conCracC  for 
services  already  being  capably  provided  policyholders  by  Che 
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very  Individuals  wich  trtiam  Che  conniaslon  ii  authorisad  to 
contracc?  Cost  and  red  tape  would  be  increased,  while  policy- 
holder protection  would  not  be  enhanced. 

Further  evidence  of  the  adequate  protection  of  the 
inCeresta  of  policyholders  is  the  atate  regulation  of  Insur- 
ance company  investments.   These  state  laws  have  as  their 
sole  aim  the  continuing  ability  of  Insurera  to  pay  claims. 
The  Lie  submits  that  federal  regulation  of  invescmenCs  could 
not  Improve  upon  the  present  atate  safeguards  against  Insol- 
vency.  In  fact,  the  Act  provides  that  Investnenta  of  the 
federally  guaranteed  insurers  shall  be  regulated  by  state 
investnent  laws,  a  further  acknowledgement  of  the  capacity 
of  atate  regulation  to  protect  policyholders  against  Insolvency 
losses. 

Although  the  Act  is  proposed  for  the  stated  purpose  of 
protecting  policyholders  against  insurance  company  Insolvencies, 
Its  passage  would  likely  result  In  tiapalred,  rather  than 
enhanced,  policyholder  security.   If  this  measure  is  adopted, 
it  is  reasonable  to  assume  that  the  companies  electing  to 
participate  in  the  Federal  Insurance  Guaranty  Fund  would,  In 
large  part,  Include  most  larger  ones  with  multi-state  opera- 
tions. Since  the  Act  exempts  the  federally  guaranteed 
Insurers  from  assessments  by  the  state  guaranty  funds,  these 
state  funds  would  be  generally  left  with  the  smaller  companies, 
thus  undermining  Che  security  provided  by  such  funds. 
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ta  addition,  thtt  Ace  permlta  the  Fedaral  InBuranec 
Coonisslon  to  deny  pscclclpaClon  in  tha  Federal  Insurance 
Guaranty  Fund  to  insurers  with  inadequate  reserves,  inveat- 
ments  of  insufficient  integrity  and  stability,  overreaching 
underwriting  counitmsnts  and  untrustworthy  manageiaent . 
These  companies  with  a  higher  than  normal  potential  of 
insolvency  would  thus  remain  In  the  state  guaranty  funds 
while  the  financially  sound  Insurers  are  accepted  In  the 
federal  fund  and  exempted  from  state  fund  contributions. 

The  state  guaranty  funds,  therefore,  which  were  formed 
for  the  purpose  of  spreading  the  risk  of  Insolvency,  would 
find  themselves  without  the  financial  backing  of  the  companies 
which  control  a  large  portion  of  the  assets  of  the  insurance 
industry,  while  at  the  same  tine  being  saddled  with  many 
Insurers  deemed  by  the  Federal  Insurance  CoBmlseion  to  be 
prime  candidates  for  insolvency.  This  result  would  severely 
weaken  the  state  funds  which  Senator  Brooke  sees  as  already 
"fragmented  and  ineffective",  and  would  leave  a  aignificanc 
percentage  of  the  nation's  Insured  persons  with  less  security 
sgalnst  insurer  Insolvencies  than  la  now  available. 

The  Lie  submits  that  the  Act  would  have  a  deleterious 
Intact  upon  the  skill  and  proficiency  of  the  state  insurance 
regulatory  agencies.   The  regulation  of  the  large,  nore 
complex  companies  has  been  a  major  factor  in  developing  the 
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preient  high  Level  of  conqietence  in  the  state  re^latory 
agencies.  IE  «nd  when  these  large  conqisnlee  opt  for  a 
federal  charter,  It  Is  reasonable  to  expect  a  concomitant 
decrease  in  the  size  and  effectiveness  of  state  regulatory 
agencies. 

Further,  the  LIC  questions  the  propriety  of  the  federal 
chartering  provisions  In  the  Act.   The  stated  purpose  of 
this  Act  Is  to  increase  the  protection  of  policyholders 
against  Insolvencies  of  Insurers.  The  Initial  draft  of  the 
Act  proposed  federal  chartering  as  necessary  to  provide  the 
federally  controlled  guarantee  of  Insurance  obligations. 
The  present  draft,  however,  acknowledges  that  a  federal 
charter  Is  not  a  prerequisite  for  coverage  under  the  proposed 
Federal  Insurance  Guaranty  Fund,   While  providing  no  additional 
protection  against  insolvencies,  the  federal  chartering 
provisions  would  seriously  erode  the  quality  and  effectiveness 
of  state  regulation  with  which  it  would  operate  concurrently. 

Aside  from  the  lack  of  any  demonstrable  need  for  the 
Act  and  the  likely  detrimental  impact  of  the  measure,  the 
overriding  objection  to  the  Act  is  that  regulation  of  insurance 
and  protection  of  policyholders  is  best  left  with  the  state 
regulatory  authorities,  which  over  the  years  have  developed 
an  intimate  knowledge  of  the  operation  of  the  cooipanies 
regulated.   An  added  layer  of  federal  regulation  would  be 
wasteful,  confusing  and  have  the  probable  effect  of  depriving 
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a  large  auBb«r  of  eltlscns  th«  pTocaotlon  now  affordad  by 
the  expertise  of  staCe  regulaCore. 

For  the  foregoing  reasonB.   the  LIC  reapectfully  and 
earnestly  urges  the  defeat  of  S.    1710  in  ICs  entirety. 
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Septsmber  12.    1977 


STATEMENT 
OF  THE 
MASSACHUSETTS  MUTUAL  LIFE  INSURANCE  COMPANY 


"FEDERAL  INSURANCE  ACT  OF  1977" 

MBaia.chuaatta  Mutual  Life  Insuranca  Company  was  orguitied  under 
MaiBkchuBetts  law  in  IB5I,  Sinca  ita  founding,  Maiaacbuaetta  Mutual  haa 
niaintained  Ita  nation&l  headquartera  (Home  Office)  in  Springfield,  Maaaa- 
chuaetta.  Currently  more  than  1.  B  nnillion  indivldualB  are  inaured  under 
the  Company'*  group  and  individual  life,  diaability,  accident  and  health, 
and  annuity  contracta.  Ranked  by  aaaata,  MaaaachuaetCi  Mutual  1*  the 
tenth  largeat  life  inanrer  in  the  United  Statei. 

We  generally  lupport  Senator  Brooka'a  propoaal  to  eatabliah  an 
elective  national  policyholder  guaranty  fund.    We  alao  generally  favor 
Senator  Brooke'a  federal  chartering  propoaal  which  ia  daalgned  to  Improve 
the  quality  of  life  Inaurance  regulation  by  requiring  the  Statea  to  compete 
with  the  federal  government  for  chartering  and  regulatory  authority. 

A.       The  Ouaranty  Fund 

In  providing  for  elective  participation  in  a  national  guaranty  fund, 
the  bill  would  protect  and  aecure  the  financial  needa  of  milliona  of  policy- 
holdera  and  their  famlliei  with  the  full  faith  and  credit  of  the  United  State*. 
The  reaource*  and  juriadiction  of  the  federal  government  are  uniquely 
Buited  to  this  purpoae.    We  applaud  Senator  Brooke'*  foreaight  and  ci 
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S,   1710 

which  are  reflected  io  nuking  the  federal  reiourcei  Bod  jurisdiction 
available  to  the  life  inauruice  induatry  and  Its  poUcyholdera. 

Accepting  the  Senator's  invitatiaD  to  conaider  the  bill  aa  only  a 
working  draft,  we  auggeat  that  participaticm  In  the  propoaed  federal 
guaranty  syetem  would  be  more  attractive  to  life  inaurera  if  they  could 
determine  with  more  accuracy  than  the  bill  now  allows,  the  coata  of 
participation.    Specifically,  we  auggest  that  the  bill  be  amended  to  specify 
more  precisely  the  amounts  of  contribution!  to  the  fund  and  to  p'rohU>it 
the  commingling  of  life  insurance  guaranty  fund  asseasmsnts  with  casualty 

We  also  suggest  that  the  vague  degree  of  federal  regulation  propoaed 
for  participants  in  the  guaranty  fund  eyatem  is  unnecesaary.     The  audit 
authority  of  the  Federal  Insurance  Commission,  the  propoaed  "early 
warning  ayatem, "'  and  the  Commission's  authority  to  rehabilitate  federally 
guaranteed  insurera  would,  we  believe,  adequately  protect  the  fund  from 
unwarranted  claims.     Regular  independent  audita  of  federally  guaranteed 
insurers,  which  would  continue  to  be  regulated  by  state  insurance  depart- 
ments,  should  be  sufficient  to  identify  imminent  insolvendea  and  bring 
into  play  the  consequent  exercise  of  the  Commlsaion's  powers  of  rahabUi- 
tation. 
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791 


B.      Fadral  Chartering 

Tba  moat  fmiDvative  aapect  of  tha  bill  is  Ita  propoakl  for  the  elective 
federal  chartaring  of  ItuuTera,  neceaiarUy  reaulting  in  pre-amptiTe 
federal  regulation.    Although  innovative  in  the  context  of  Inaurance  regulation, 
elective  chartering  bat  an  apparently  aucceaaful  regulatory  precedent  In  the 
banking  induatry.    Any  discuaaion  of  the  federal  regulation  of  life  InaureTai 
however,  haa  in  the  peat  met  atrong  oppoaition  on  the  gronnd  that  it  rapra- 
aenta  federal  regulation  for  ttke  lake  of  federal  regulation,  without  diu 
regard  for  the  aucceaa  of  the  atatea  in  regulating  the  induatry.    Senator 
Brooke'a  propoaal  doaa  not  deaerve  this  critician\,    A  truly  optional  ayatem 
of  federal  chartering  ahould  bring  out  the  best  in  both  atate  and  federal 
regulatora.     Each  would  be  connpeting  to  eatabliah  the  loundeat  aystem  of 
policyholder  protection. 

Again  treating  the  bill  as  a  working  draft,  we  believe  its  provision 
dealing  with  federal  chartering  could  be  aubstantially  improved,    tn  it* 
preaent  form,  the  bill  doea  not  offer  the  policyholder*  of  our  Con\pany 
a  regulatory  coda  preferable  to  the  Maaaachuaetta  inaurauce  code. 
For  example,  the  Maaaachuaetta  code  apeclfically  identi£ea  the  mortality 
tables,  interest  assumptions  and  perniiaaibla  methoda  of  calculation  a 
lite  inaurer  may  use  in  computing  its  life  insurance  reserves. 

Id  contrast  to  the  specific  provisions  of  Massachusetts  law,  the 
federal  inanrance  code  propoaed  by  the  bill  leaves  the  cisnpatation  of  life 
inaurance  reserves  to  the  unpredictable  discretion  of  the  Federal  Insurance 
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Commiiaiim.    We  b«liev«  the  bill  ihould  follow  Mkaaaclnuetta  pracadsnt 
in  thia  araa  and  praacribe  apaclflc  mathoda  for  computing  reaervoa. 
Otherwiae.  the  policyholdera  of  a.  life  inaurer  cannot  males  ui  infomiad 
election  of  federal  chartering  and  regulstlon. 

Second,  we  auggeat  exclusive  federal  regulation  of  the  forma  of 
inaurance  and  atandards  governing  the  contents  of  luiurance  pollciea 
marketed  by  federally  cHartared  inaurera.     This  would  appear  to  be  an 
appropriate  concomitant  to  the  federal  regulation  of  the  reserves  whicb 
underlie  the  contractual  obligations  of  a  life  Insurer.    Such  exclualve 
regulation  would  aaaiat  the  insurance  buying  public  Id  aasaaaing,  at  the 
point  of  aale  and  not  only  upon  inaolvency  or  rehabilitation,  the  relative 
advantagea  and  disadvantages  of  atate  and  federal  regulation. 

Moreover,  exclusive  federal  regulation  of  forma  of  insurance  and 
contents  of  policies  marketed  by  federally  chartered  inaurera  should 
reduce  the  cost  of  issuing  policies  and  prevent  duplicative  regulation. 
Moat  life  insurers  prefer  to  issue  a  policy  form  which  ia  uniform  In  all 
atatea.    The  absence  of  unif o rmity  in  state  regulation  today  makes  it 
more  and  more  difficult  for  a  life  inaurance  company  to  achieve  thla 

Tliird,  we  believe  that  the  inveatment  restrictions  Impoaed  by  the 
bill  on  federally  chartered  insurers  would  clearly  discourage  the  election 
of  a  federal  charter.     The  investment  provisions  of  the  bill  in  its  present 
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form  would  require  tnany  l>rge,  aolvant  Inaurttrs  to  nuka  <:aatly  MlJuatiaaDt* 
in  their  invaatment  portfolios  before  they  would  be  eligible  for  x  federal 
charter.    The  inveatment  proviaioDi  of  the  New  York  and  Maaaacbnaetta 
insurance  codes,  under  which  many  of  the  nation's  oldest  and  largest 
auccesaliil  ininrera  operate,  Bceommodste  requisite  flexibility  in  invest- 
ment decisions,  without  impsiring  solvency.     Similar  flexibility  should  be 
extended  to  ■  federally  chartered  insure  r  if  it  is  to  compete  effectively  with 
those  chartered  by  the  states. 

The  election  of  a  federal  charter  would  also  be  discouraged.  If  a 
majority  vote  of  all  a  mutual  insurer's  polici^olders  is  required,  as  tlie 
bill  appears  to  provide.    Obtaining  such  a  vote  on  any  subject  is,  as  a 
practical  matter,  extremely  difficult,  and  in  some  cases  is  virtually 
impossible.     Election  of  a  federal  charter  would  offer  a  realistic  alternative 
to  state  chartering,   if  the  statutory  election  procedure  required  only  the 
vote  of  policyholders  present  at  a  meeting  called  to  consider  the  election. 
Of  course,   all  policyholders  should  be  given  appropriate  notice  of  such  a 
nieeting  and  an  opportunity  to  vote  in  person  or  by  proxy,  whether  such 
proxy  be  solicited  by  the  nunagement  of  the  Insurer  or  other  policyholders. 

C.      Summary 

These  criticisms  of  specific  provisions  of  the  bill  should  not  detract 
from  our  general  support  of  Senator  Brooke's  proposal  tor  an  elective 
system  of  federal  chartering  and  the  establishment  of  a  national  guaranty 
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•yatBRi  -  one  which  h*a  »  joriadUtlaakl  range  aa  brood  >•  the  problama 
caused  by  iniurer  Insolvencies. 

Senator  Brooke  hai  consistently  represented  this  bill  as  a  whicle 
for  diacussion  of  tiie  federal  regulation  of  inanrance.    The  Senator's 
approach  la  refreahlng  and  has  greatly  encouraged  the  serioDs  attention 
our  industry  has  given  his  bill.    An  elective  federal  guaranty  and  chartering 
syatem  ntsrits  such  serious  attention  and,  la  our  opinion,  the  eui^art  of 
the  life  imaurance  industry. 
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September  21.  1977 


The  National  Association  of  Mutual  Insurance  Companies,  known 
as  NAHIC,  an  organization  cooprlsed  or  approximately  1100  Mutual 
Insurance  Con^anles  desires  to  have  the  Statement  entered  into  the 
record  of  September  11,  1977,  Public  Hearings  on  S-1710,  a  bill 
to  authorize  the  Issuance  of  charters  for  carrying  on  the  business 
of  insurance  and  to  provide  for  the  guarantee  of  the  insurance 
obligations. 

Hot  withstanding  the  fact  that  we  find  great  merit  In  parts 
of  the  proposal  made  by  Senator  Brooke  and  further  that  Me  feel 
open  competition  Is  highly  desirable.  We  must  oppose  S-1710  as 
not  In  the  beat  Interests  of  the  majority  of  our  members  i 

1.  Access  by  email  companies  Is  limited  by  the  i 
requirements  of  the  bill. 

2.  The  bill  grants  automatic  licensing  to  a  Federally 
Chartered  Con^any  In  all  States,  unless  the  Insurance 
Commissioner  of  a  given  State  can  show  cause  why  that 
Company  should  not  be  licensed  In  his  Jurisdiction. 

3.  Assessment  Companies  are  completely  excluded. 
It.     The  bill  represents  unquestionably.  Federal  intrusion 

into  areas  traditionally  reserved  for  State  control. 
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5.  There  Is  no  guarantee  that   the   open  coivetltlon  promiaed 
by   the   legislation  will   remain  a   reality   once   Inflationary 
forces   or  social   demands   require   rate  setting  through 

6.  As   a  practical  matter,    since  Senator  Brooke's   new  proposal 
permits   State   Chartered  Companies   to  participate   In  the 
preassessment   federal   insurance   (against   Insolvency) 
fund.   State   guarantee   funds  would   likely  be   decimated. 

And 
7-      As   a  practical   matter.   State   Chartered   Companies   with 

prior  approval   requirements   could  not   effectively   compete 

with  Federally   Chartered  Companies   able  to  quickly   adjust 

rates   up   and  down. 
On  the  positive   side   of  Senator  Brooke's  bill  we   feel: 

1.  It   Is  more   likely   that   the   Industry   could  survive   a 
major  insolvency   or  insolvencies  using  the  preassessinent 
federal  insurance  guarantee  program  than  under  the  current 
system. 

2.  The  change  from  Senator  Brooke's  measure  introduced  last 
year  which  creates  a  three  man  cammlsslon  to  control  and 
supervise  the  business  of  insurance  instead  of  relying  on 
a  single  Federal  Insurance  Administrator  to  do  so. 

3.  The  creation  of  a  six  man  advisory  committee  to  advise 
the  Federal  Insurance  Commission  because   It  would   involve 
private  expertise.     And 
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4,      Badly  needed  rate   relief  would  be   available   almost 

Instantaneously;  long,  drawn  out  expensive  fights  with 
recalcitrant  Insurance  Comlesloners,  more  Interested 
In  their  political  futures  than  their  property-casualty 
rates   could  be   avoided. 
SenaCor  Brooke's   bill   points  out   several   deficiencies   in 
existing  State  Regulations  which  should  be  addressed  promptly 
by  the  various  States . 

Thank  you  for  the   privilege   of  extending  our  reraarka. 
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BTAl'EHeKT  OF  EDKANt  £.   PHILLIPS 

ON  bClAU'  01-'  StM  ENGUJ)])  MUTU.U.  LIF£  iKSURANCE  CUTAirt 

TO  TilE  Sr.NATE  CW.KIKG  AHD  FIltAKCE  CCWHTTEE 

This  Btatpment  os    Co  S.    1710  is   eobio'.tted  te  the  BanklnB  "^ 
FliiBDCP  Coiimlttce  uf  tht  United  SrnUM  Semte  by  Edward  E.   Phlllji-K 
FrcBld.-^i:  of  Tl-v  Fn^land  Kur.L-al  Life  Inscrancc  Coiapsn;,  Bostun, 


IKTBiyilCTIOW 

Hev:  b'i>eli-id  Mutual   Idfe  Insmanee  Con;:aiiy  ubg   the  firsr  nuEuel 
life  l^^Euriir.ce  coTipsny  nrgsnizsd   In   Che  United   Scsces.    rsceivinr.  lis 
Charter   in  183S ,      Ths  Conpany  is  engaged  prl^naiily  in  writing  a   ccaplete 
JiOP  ■■f   fiWr.dai'i   ifTrr.',  of   lifi!  iaEursnri-,   annuity  anrj  pt-.rio'i  pcllelps, 
on  both  OD  injivldi^l  ari:  grotp  bsaia,    as  wiU  as  eiouy  .iccidei.t  snd 
health  limitsnce.      The  Conpdny  dota  not    sell   tlvo,   aiiL.ioraHle  or  nther 
fonm  of  properc;'  or  casualty  Insurance,     As  cf  JVceifber   :il,    lS/6, 
Hev  Enalnnd  Life  rLnl-.eiL  aa   the  13th  largest  Jlfe  Incurance  conpf:ny  In 
the  United  Slates  ji.d   the  9ch  largest  mutual   life   iniuraooe  cotipany,   on 

S5  billion. 


OCT  POSiTir.H  n:  s.  1710 


.Ife  considers  S.    1710  n  li 


leeiclaCive  propoEal. 
be  iDEuraac-  Ji>.1usti:y  and  the  p^hllL  ar. 
cepti  vhicb  tould  slgnlf Icancly  affect 
ce  industry.  These  tuo  concepts  are  th<^ 
nee  Gunranliy  Fuad  and  the  op[ion;il  Federal 
.  Ue  believe  these  arc  ideas  idiich  My 
the  public.  Further,  we  think  that  In 
survive  tlie  test  of  public  debate  and 
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We  an  particularly  pleaaed  that  our  own  Hasaachusccts  Sr^nacor 
BdwBTd  W.   Brooks  la  the  author  of   these  Inportant  concepts.     We  applaud 
hia  foiealght  sod  hi;  Inteieat  Id  the  pcDblens  and  responslbtlltles  of 
the  Insurance   Industry. 

For  the  TeasooB  enuocraced  below,   at  present  we  can  offer  only  our 
atrong  endorBement  of   the  concepts  embodied  In  5.1710,    oa  we  believe 
the  bill  In  Its  present   fom  abculd  be  revised.     Ue  velcoBC  the 
opportunity  to  work  with  Senator  Brooke  and  this  Conmlttee,   and  with 
other  connlttees  of   the  Congreas  and  with  repreaentatlvea  of   the  Bxtcutlve 
Branch,    to  pursue  these  needed  revisions,   riilch  we  believe  are   In  the 
public's  best  Interest. 

PEBSFECTIVE  OH  LIFE  IHSnitAHCE  REGULATICM 

The  first  neanlngful  State  regulation  of  the  lite  insurance  industry 
followed   m  the  wake  of   the  MOS  ArniBtrong  Inveatlgatlon  In  Mew  York.      The 
patt^m  of  lite   Insurance   regulation  which  resulted  In  large  part   fron 
that   Inveatlgatlon  renalns  basically  the   saae  to  thla  day.      That  pattern 
coDslsCB  aalnly  of  (a)  regulation  of  the  corporate  affairs  of  the 
Coapany  (with  particular  attention  to  Its  Investaents  kx4  financial 
cmdlclon)  by  the  Insurance  Cotnlssloner  of  the  state  In  which  It  Is 
domlcllad,   and   (b)   aupploientary  regulation  of  product  design,   policy 
foraa,   narkeclng  methods  and  the  general  relationship  of  the  Coifiany  to 
the  policyholders  of  each  of   the  SO  states  by  the  respective   CoimiIbb  loners 
of   thoae  atatea.      Thus,  a  conpany  auch  as  Hew  England  Life  Is  subject 
to   the  detailed  provlalons  sec  forth  in  Chapter  \.7i  ot  MAs^-acliuEcttB 
Get.eiul  I.awb,    as  wbII   aa    to  u^Jor   portions  of   the  Inauro^ic.  1SU3  cf   tbo 
several  statos,   of  which  Chapter  2S  of   tha  Consolidated  Lava  of  Hew  York 
repraaents  the  wist  coBprehanalve  exaapla.     This  basic  pattern  was  rein- 
forced In  194S  by  the  passage  of  the  HcCarran-Ferguaoa  Act  (IS  USC  IllJl-UlS) 
which  enuDCtated  a  CongreBsional  policy  dadslon  that  "the  busliwss  of 
Insurance  and  every  pCraon  engaged  therein  shall  be  subject  to  the  laws  of 
the  several  atatea"  <and  converaaly  not  siA ject  to  federal  regulation) . 
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since  194!  the  mat  notable   ruend  In  Insurance  refiulatton  has  baan 
the  adopcton  of  regulatlona  Intended  to  protect  tbe  Inteteata  of  consiaera. 

These  regulacloas,   houever,  do  not  address  the  fuDdBBentsl  Issue  of   life 
and   casualty  company  solvency,    and  therefore  fail   to  offer  assurance   to 
policyholders  that   their  prenlun  paynent  vlll  rasulc  In  banefita  being 
paid    In  accordance  with  the  terms  of  their  contracts.      It  is  perhaps  this 
prlxary  consideration  which  spurred  Senator  Btooke  to  Introduce  the  bill 


THE  LITE  IKSUHAMCE  INDUSTRY  TOBAY 

Because  ot   the   Increasing  size,   diversity  and  conple^ilty  of   the 
life   Inaurance  business,  many  leaders  within  our  Industry  believe  that 
the  present  regulatory  pattern  with  its  turn-o(-the~century  origins 
needs  to  be  seriously  exanined.      Increaalngly.   coo^ianles  find  thensetves 
subject  not  only  to   the  regulatlona  of   the  fifty  state  Comnl as  loners  but 
also   to  a  variety  of   federal  regulations.      For  example,    the  passage  of 
the  Bnployees  Retirement  Income  Security  Act  of  1974  (ERISA)  has  subjected 
a  significant  portion  of  our  business  activities   to  intense  federal 
regulation.     Kany  companies  find    themselves   responding  more  end  more 
frequently  to   Che  Securities  and  Exchange  Coaaisslon  and   the  Federal 
Trade  Conalsslon,  both  of  which  appear   to  be  Increasingly  interested  In 
regulatory  Jurisdiction. 

In  our  view,    the  trenda  appear  to  be  clesr.      Insurance  products  and 
Insurance  investnent   techniques  will  continue   to  become  more  diverse  and 
complex  and  company  actlvltlea  more  national  and   International   In  scope. 
State  reeulatlon  will  probably  not  keep  pace  with  these  develotventa. 
and  Bay  lack  unlfomlty  and  coherence.     Aa  a  result,  various  fedeial 
agencies  may  seek  to  regulate  la  areas  irtwre  they  perceive  a  need, 
producing  an  Increasingly  complex  and   Incoherent  system  of  regulation. 
We  therefore  believe  that  aa  appropriately  atrea>ltDed  and  structured 
system  of  pre-emptive  federal  regulation,  through  optional  federal 
chartering,    should  be  considered   as  a  necesssry  and  desirable  alternative 
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SHORTCOMtNGS  IB  ■HIE  CURREWr  S.    1710 

We  have  llEted  b«lou  uhat  ve  consider  to  be  Beuecal  of  the  more 
«ignl£lcanC  revisions  uhlch  Ehould  be  Included   In  S.  1710.     B«causs 
the  BUI   Is  still  in  its  focmatlve  Btagea  we  hove  not  made  drafting 
coHients,   but  have  concentrated  only  on  aatterB  we  believe  are  of 
substance. 

DOAL  RECUIATIOW 

If  CDDgrcss  adopts  a  Federal  Guaranty  Fund,    it  probably  wuuld 
also  require  federal  supervision  over  those  companies  ntiose  liabilltlea 
are  being  guaranteed.     Sound  business  and  legislative  judgeiient  suggests 
that  the  feuural  guarantor  would  have  a  legitiitate  interest  in  the 
affairs  and   practices  of    the  conpanles  being  guaranteed,   and  uould   seek 
to  detect  and  prevent   Ijapruttent  business  practices  before  they  becone 
serious   threats   to  solvency.     The  key  to  such  supervision  Is  obviously 
access  to  accurate  and   tinely  information  concerning  the   affairs  of 
the  company  being  guaranteed. 

The   current  version  of   S.    1710  Bakes  provision  for  such  inspection. 
Investigation  and   Infocmation  transmittal,    and   contains  provisions  for 
on   "early  uaming"   system  designed  to  detect   future   financial  impairment 
or  insolvency.     Becauie  each  of   the  atatea  discharge  similar  functions, 
thia  Hould  constitute  a  system  of   "dual  regulation"  utiich  seems   to  us 
highly  undesirable,  and  not  in  the  public  Interest. 

Hlth  respect  to  the  regulation  of  buslneas  generally,  told  in 
particular  the  life  insurance  business,  we  agree  vlth  those  who  argue 
that  such  regulation  should  b«  Bade  aimpler  and  more  efficient  whenever 
possible,  although  no  less  rigorous.    U«  believe  that  the  adoption  of 
a  guaranty  fund  without   the  adoption  of  optional  Federal  ChaTterlng 
would  be  a  step  away  Irom  the  attainment    of   those  goals.     Futther,   tie 
believe  that  serious  thought  should  be  given  to  a  system  of  exclualve 
fadaral  regulation  of  thoae  Inaurets  vhich  elect  a  federal  charter. 
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Out  prellnliury  aoalyBla  therefore  Icada  ua  co  urge  reconutdeiatlon 
of  Che  current  provlElona  In  tlie  Bill  reUttng  to  rcBidu*!  state  regulat 
of  federally  chartered  companies  on  the  grounds  that  such  state  regulatl 
may  make   It   laposslble  to  achieve  the  goals  of  effective  and  efficient 

regulation. 

LUKPIHG  Of  LIFE  AND  CASUALTY  CmRAHTEES 

Wp  believe  tliac   the  current  version  of   S.    1710  fails  to  distinguish 
adequately  life  insurance  risks  and   casualty  Insurance  risks,    and 
therefore  Calls  to  provide  a  aufflclcnt,   clear  nechanlsn  to  establish 
guaranty  fund  rates  on  the  basis  of  Che  separate  risk  pc 


APDITIOHAL  WORK  HEEPni  ON  KECHAHICS 

He  have  noted  portions  of  S.  1710  ^Ich  vill  need  additional 
attention  in  order, for  the  Bill  to  be  "mrkable",   and  suaaarlte  sever 
of   chose  areas  briefly  ss   follous: 

-  IhE  sections  of  the  Bill  dealing  with  permitted  Inveataencs 
need   to  be  rturltten  and   clarified.      The  Bill  should 
provide  naxlnim  flenlbllltv   In  choosing  saong  Investaieoc 
vehicles,  subject  Co  an  overriding  standard  of  consistency 
with  sound  business  prudence.     It  nay  be  necessary  to  provide 
special  transitional  InvescoenC  rules  for  existing  co^>anies 
uhlch  have  already  acquired  large  Investaent  portfolloa. 

-  The  regulatory  powers  of  the  proponed  Federal  Insurance  Con- 
■Ission  are  rather  vague  vlth  feu  If  any  stmidarda  to  guide 
Che  Cogatsslon  In  Che  exercise  of  Its  broad  diacceCton.  He 
helieve  that  nore  precise  Congressional  direction  should  be 
Included  In  the  Bill. 
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-  The  excnption  froa  state  guatanty  plans  granted   Co  fedcTally 
chartered  coapanies  !■  draun  quite  nacrowly.     This  nay 
leave  fedecally  chartered  copanies  exposed   to  liability 
vith  respect    La  state  asBessBent  plans  althougb  such  plana 
ore  cDQceptuaUy  Identical  to  the  exeapted  guaranty  plana. 

-  The  portiona  of    the  Bill  dcallne  with  suspension  and 
revocation  oC  a  federal  guarantee  certificate  ahould  be 
redrawn  to  insure   the  continued  protection  of  policyfaolderB 
who,    in  reliance  on  the  guarantee,   purchased  Ins'jrance  products. 

SmatARY 

Hew  England  Life  endorses   the   concepts  of  a  Federal  Guaranty  Fund 
and   optional  federal   chartering,    lAlch  are  Included  In  S.    1710.     Uc 
believe  they  are  Important  concepts  for  the  future  of   the   Insurance 
bualness  and  should  be   thoroughly  and  openly  reviewed  by  Congress,   the 
public  and   the   insurance   Industry.      For   the  reasons  enioKrated  above, 
we  »uld  offer  revlalona  to  S.    1710  in  its  present  fom,    and  wuld  lielcon 
an  opportunity  to  work  uith  Senator  Brooke,  nembera  of  the  Banking  and 
Finance  CoBoittee,    other  Ccomltteea  of  Congress,   and  with  representatives 
of    the  Administration  to  produce  legislation  tAitch  will  embody  these 
lopoTtanc  concepts. 
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801 

New  Xobk  Lux  Irbdrance  Co., 
Sew  York,  S.Y.,  Sovemher  9, 1916. 
Senator  Edvabd  W.  Bbooke, 
U.S.  Senate, 
WatMttgtim,  B.C. 

DiuB  Senator  Bbooke  :  Thank  you  for  the  on>ortualty  to  comment  <»  S.  3884, 
BrleS;,  we  think  tbe  bill  U  a  good  flrat  step  toward  providing  Insurance  com- 
panies an  option  of  Federal  or  state  r^ulation.  But  tlie  bill  addresses  the 
problems  of  property-casualty  Insurance  companies,  not  the  problems  of  com- 
panies, such  as  New  York  Ufe,  which  are  primarily  In  the  life  insurance 
business. 

In  my  opinion,  the  major  problem  of  the  life  insurance  Industry  is  not  sol- 
vency, but  rp.ther  an  inability  to  offer  needed  protection  at  the  lowest  possible 
cost  to  tbe  consumer.  The  fact  la  that  overlapping  and  conflicting  laws  and 
regulations  promulgated  hy  the  states  have  unnecessarily  added  to  the  cost  of 
life  and  health  insurance.  We  would  be  extremely  interested  in  having  the 
option  of  coming  under  a  system  of  uniform  Federal  regulation  of  tbe  entire 
operation  of  life  Insurance  companies.  S.  3884  applied  to  Ufe  Insurance  com- 
panies in  Us  present  form  would  only  add  another  layer  of  regulation  to  overlap 
state  regulation.  The  bill  would  further  Increase  the  costs  of  operation  of  life 
companies  which  chose  the  option  of  Federal  regulation. 

We  also  think  that  a  F^eral  Insurance  Act  that  would  benefit  the  efficient, 
economical  operation  of  the  Ufe  insurance  companies  should  address  Itself  to 
all  aspects  of  the  business.  It  would  r^ulate  the  products  offered  as  well  aa 
tbe  manner  in  which  tbey  are  sold. 
staff  at  your  convenience. 

We  would,  of  course,  t>e  glad  to  discuss  these  matters  In  detail  with  yoar 
staff  at  your  convenience. 
Sincerely, 

R.  Mannino  Bbown,  Jr., 

Chairman  of  the  Board. 

o 
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DMEDUE                         1 

STANFORD  UNWIRSTFY  UBRARIES 
STANFORD,  CAUFORNIA    »430S-6004 
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